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Abstract

Left-leaning and right-leaning governments hold opposing views on economic policy, resulting in dispar-
ities in economic behaviours and outcomes. Given this context, we explore the effect of political ideology
on domestic credit using an unbalanced panel data of 29 countries from 1960 to 2014. Our empirical ana-
lysis shows that left-leaning governments reduce total domestic credit allocations. Also, we find that right-
leaning governments provide more credit to the private sector, while left-leaning governments prefer to
boost domestic credit to the public sector. In a further analysis, we show that political parties and their
domestic credit strategies remain unchanged even during electoral periods. Our novel insights, that are
robust to alternative measures, samples, and a set of econometric identifications, contribute to the litera-
ture on partisan politics and lending behaviour.
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1. Introduction

The impact of domestic credit on economic activities and financial stability has been well-documented
in both the finance and economics literature. The healthy availability of domestic credit promotes the
rise of capital inflows to the private sector (Luca and Spatafora, 2012), reduces the pressure of
exchange rate risk on domestic firms (Fernandez-Villaverde et al., 2013), and raises real estate and
stock prices (Mendoza and Terrones, 2012), all of which contribute to the betterment of a country’s
economic growth. Such positive impacts have aided in the rapid rise of domestic credit worldwide. For
example, over the last few decades, the average domestic credit provided by the financial sector (as a
percentage of GDP) in democratic countries has more than tripled from 31.62 per cent in 1960 to
121.01 per cent in 2014. However, one noteworthy point we observe is large cross-country variability
in domestic credit in democratic countries. For instance, the mean domestic credit constitutes only
32.85 per cent in Romania, while it accounts for 183.24 per cent in Japan'. Why is there such a
large disparity in domestic credit, especially in influential democratic countries? Political ideology
has been found to make a difference in determining a wide range of economic measures, including
economic growth, real interest rate, unemployment, and taxes (Potrafke, 2017). Could ideological dif-
ferences in politics play a role in explaining the wide range of domestic credit? We study this issue
using unbalanced panel data from 1960 to 2014 of 29 democratic countries.

Theoretically, partisan politics — left-leaning, centrist, or right-leaning - play an important role in
shaping domestic credit since ideological differences of political parties can lead to differences in mon-
etary and fiscal policy and the regulatory regime. Left-leaning governments are expected to prioritise

"Refer to appendix for detailed statistics
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redistributive programs and reduce unemployment, with many government interventions geared
towards a government consumption-driven and expansionary economy (Boix, 2000). In contrast,
right-leaning governments aim to create an enabling private sector environment that engenders invest-
ments, invariably leading to low inflation and interest rates (Quinn and Shapiro, 1991). Building on
this strand of theoretical connection, economies run by right-leaning governments are associated
with laissez-faire market systems and economic incentives, such as tax cuts and waivers (Bara and
Budge, 2001). As political ideology shapes government policies about monetary issues such as the
interest rate and inflation, as well as fiscal and regulatory policy, all of which can impact the behaviour
of financial institutions and thus the allocation of domestic credit, we conjecture that such politics of
the government matters in determining domestic credit allocations”.

Given this backdrop, we aim to answer three vital empirical questions: 1. Do differences in political
ideology affect domestic credit allocation? 2. Do left-leaning governments allocate more credit to the
public sector? 3. Do right-leaning governments promote the private sector by initiating favourable
credit policy? To find strong support empirically, we employ a large, unbalanced panel data set span-
ning 29 countries from 1960 to 2014.” Further, the economic development, market system, and eco-
nomic structure sampled economies are all distinct. Hence, the conclusions drawn from such a
heterogeneous sample have a higher level of robustness and validity.

Our regression analysis shows that differences in political ideology significantly affect domestic
credit allocation; in particular, a left-leaning government reduces domestic credit allocations. In line
with our theoretical arguments, we also report that the governments with a right-leaning ideological
orientation increase the domestic credit to the private sector (DCP) compared to their left-leaning
counterparts. To put this in an economic perspective, we find that under a left-leaning government,
the proportion of total domestic credit (TDC) to gross domestic product is about 6.5 percentage points
lower than under a right-leaning government. However, when left-leaning governments are in power,
domestic credit to the public sector (government) is 1.3 percentage points higher. DCP, on the other
hand, is down 6.6 percentage in left-leaning governments relative to right-leaning governments. These
results are robust to the alternative measure of political ideology and various econometric identifica-
tions. In our further analysis, we find no evidence to support the electoral view of politics on domestic
credit, indicating that the electoral period has no major impact on the relationship between political
ideologies and domestic credit.

Although we show a strong effect of political ideology on domestic credit, a caveat to our findings
could be a concern about the causal effect between political ideology and domestic credit because of
omitted variables and unobservable heterogeneity. To rule out these issues, we use country- and year-
fixed effects in our baseline specifications. Moreover, partisan politics are endogenous because a country’s
financial stability may impact the ideologies of the political parties, implying reverse causality from credit
lending to political commitment. Thus, to address endogeneity, we conduct identification tests. First, we
use propensity score matching (PSM) to identify countries with a right-leaning government, which are
indistinguishable from countries with a left-leaning government. In post-matching, we still find that dif-
ferences in political ideology significantly affect the level of domestic credit. Additionally, one may argue
that the level of contemporary domestic credit is mainly dependent on its previous year and this is bias-
ing the results. Therefore, to address this, we use lagged model specifications. In a nutshell, the entirety of
these results confirms the significant relationship between political ideology and domestic credit.

Our contributions to the literature are twofold. First, our study contributes to the understanding of
how banks and financial institutions respond to the political agendas of various governments.
Specifically, we show that in a country where a right-leaning government is in power, lenders are

*However, Cusack (1996) argues that in the wake of globalisation and integrated financial markets, the difference in pol-
itical ideology is less likely to significantly impact the credit market.

*Although the latest version of the database covers 36 countries, we use a sample of 29 countries because of inadequate
observations related to our primary dependent variable, i.e., total domestic credit. These economies are generally democratic
countries that have been governed by various political parties ranging from the left to the right.
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inclined to lend more loans to the private sector. However, lenders may be incentivised to make add-
itional loans to the public sector, particularly in left-leaning countries. Therefore, consistent with prior
studies (e.g. Barrell and Nahhas, 2020; Eichler and Sobanski, 2016; Jackowicz et al., 2013), our findings
extend the literature in understanding the lending behaviour of financial institutions.

Second, to the best of our knowledge, we contend that this is the first study to investigate the role of
political ideology on domestic credit. Existing research shows how political ideology affects various
economic outcomes, such as unemployment and transfer policies (Hibbs, 1994; Marx, 2016; Picot
and Menéndez, 2019) and economic growth (Facchini and Melki, 2014), among others. Moreover,
from a financial environment point of view, a few studies focus on the impact of political ideology
and institutions on financial development (Khafagy, 2017) and credit rating (Barta and Johnston,
2018). In addition, the role of political ideology on socio-outcomes is evident in the prior literature
(e.g. Allan and Scruggs, 2004; Bechtel and Fiiss, 2010; Marx, 2016; Picot and Menéndez, 2019;
Quinn and Shapiro, 1991). However, no prior study has examined how partisan politics affect domes-
tic credit, which is a major issue in the debt market. Our study, in an analysis of 29 economies, pro-
vides empirical evidence on the relationship between political ideology and credit lending and extends
research concentration from the impact of political ideology on obvious areas, i.e., economic growth,
poverty, and unemployment, to the debt market, where a government does not have direct control.
Hence, our study contributes a fresh perspective to the current literature.

The structure of the paper is as follows: The next section provides an overview of the theoretical
background and hypotheses. Section 3 describes the data, measures of variables, econometric design,
and pre-regression analyses for the empirical evaluation. Section 4 presents the results, while Section 5
concludes the paper.

2. Literature and hypothesis development

Governments around the world and across different time periods are commonly identified by the
political ideology they follow.

Political ideology is defined by how governments pursue their agendas, identification of right and
wrong, the interests of the main groups represented by the party, and other activities in society
(Jost et al., 2009; McClosky, 1964). While earlier scholars (Gerring, 1997; McClosky, 1964) attempt
to classify political ideologies in a variety of ways (e.g., socialist ideology, liberal ideology), the left-
and right-wing typologies are one of the most distinct classifications utilised in the literature.

In the case of economic policies, left-wing ideology is typically connected with more government inter-
vention in the economy, such as more taxes, government spending, as well as regulation (Potrafke, 2017).
However, this simplistic definition can mask greater complexities, for example, that right-leaning govern-
ments may spend more on defence (Bove et al., 2017), or that governments on all sides of the political
spectrum have pursued more economically liberal policies in the post-cold war era (Portrafke, 2017).
These ideological differences may manifest themselves in a generally more favourable environment for
investment and private finance under right-leaning governments in the financial sector.

The ultimate impact of any ideological difference in the government also largely depends on the
function of the institutional environment. As set out by (Berggren and Bjernskov (2019), the motiva-
tions and beliefs (ideology in our terms) of politicians and voters form a political programme whose
real consequences are then affected by the political system and any crises that may occur at the time. In
the case of domestic credit, a left-leaning government may be elected partly based on expanding the
public sector, with the consequence of an increased supply of credit to the public sector, but the degree
to which they can do this will be a function of the institutions of that nation. For example, Hodgson
(2021) addresses the potential role of financial institutions for economic growth in the early stages of
industrialisation, making the point that whilst ideas may matter, their interplay with institutions is
important. A specific example is that those countries in the Eurozone are technically limited in
their ability to run fiscal deficits; therefore, any left-leaning government proposing a period of fiscal
expansion would be limited in what they could achieve. Along with formal institutions,
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Cruz-Garcia and Peir6-Palomino (2019) claim that informal institutions (e.g., social trust) are vital in
determining the provision of private credit. Thus, institutional factors play an essential role in the
overall effect, but our focus in this study is on establishing whether there is a consistent direction
of effect due to the government ideology.

According to Sattler (2013), research on how political ideologies affect the financial sector demon-
strates that the stock exchange, a key financial market, experiences a nosedive at the prospect of a
left-leaning government. This illustrates how expectations about the direction of policy can matter
as much as the actual implementation of policy. Similarly, Bernhard and Leblang (2002) find a greater
exchange rate volatility under left-leaning governments compared to the right-leaning. At the sectoral
level, Bechtel and Fiiss (2010) report that differences in political ideology redistributed stock returns
between the defence, pharmaceutical, and alternative energy sectors during 1991-2015 in Germany.
Their results show high returns and volatility in defence and pharmaceutical stocks when a right-
leaning government was likely to win the election. However, the renewable energy sector experienced
high returns when a left-leaning government was predicted to win the election. This is likely linked to
differences in spending priorities between governments of different ideologies, as discussed previously
and supported by Bove et al. (2017).

Political ideology also influences the lending activities of financial institutions, including interest
rates and the allocation of funds for loans. Barta and Johnston (2018) argue that financial institutions
used ideological labels as indicators of the potential policies of a government. Since it is not prudent
for financial institutions to vary lending policies quickly, ideological labels of the incumbent party
become the best predictor of actual government policy choices, which need to be considered in design-
ing lending activities. In a panel analysis of 23 countries, Barta and Johnston (2018) find that the
incumbent government’s political ideology significantly affected the country’s credit rating. They high-
light that left-leaning executive governments are associated with a higher probability of negative rating
changes. The study also argues that credit rating agencies” use of ideological labels gave markets a par-
tisan signal. Eichler and Sobanski (2016) document that national politics, such as electoral cycles and
government’s political ideology affect bank stability in the Eurozone.

While the above studies show a range of ways in which political ideology matters in the financial
world, one question that, to the best of our knowledge, remains unexplored is the impact of govern-
ment political ideology on the supply of domestic credit. Domestic credit matters, because credit
finances production, consumption, and capital formation, which in turn positively contribute to eco-
nomic growth (World Bank, 2014). The most significant channel by which political ideology might
impact the availability of domestic credit is the impact of monetary policy decisions. Governments
may control this either directly, or if there is central bank independence, indirectly, via the mandate
set for the central bank. Monetary policy is a determinant of domestic credit, through the direct incen-
tive effect of interest rates, as well as effects on inflation, exchange rates, and wider economic perform-
ance (Furceri et al., 2012).

Potrafke (2017) reviews the literature which has at its heart the hypothesis that left-leaning govern-
ments pursue more expansionist policies that right-leaning governments, implying higher inflation
(and lower unemployment) for a left-leaning government compared to a right-leaning government.
The survey finds that left-leaning governments tend to have lower real interest rates (e.g., Boix,
2000; Oatley, 1999), though this can depend on the specific institutional context. Quinn and
Shapiro (1991) attempt to answer whether voters in democratic countries have a genuine choice in
macroeconomic policies. Their findings support that, there is indeed a difference in the USA, and
that this is driven by ideological differences between the two main parties. Democrats (typically iden-
tified as a left-leaning party) have promoted growth via higher consumption, which has meant higher
business taxes and lower real interest rates. On the other hand, Republicans have promoted growth via
an investment-led strategy which has meant higher real interest rates and lower business taxes.
Potrafke (2017) argues that left-leaning governments may have delegated monetary policy powers
to central banks to deflect blame from their traditional voters when these central banks institute
more right-leaning policies of tighter money.
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Therefore, whilst there is evidence that there is an effect of political ideology on monetary policy, the
result for domestic credit is unclear given the various channels of impact and the nuances of the political
factors. The evidence for the effects of political ideology on monetary policy and inflation and in turn for
the effect of these variables on the overall level of domestic credit led to our first proposed hypothesis:

H1: Differences in government ideology affect the allocation of domestic credit.

Whilst the effect of political ideology on the overall level of domestic credit may be hard to predict,
clearer predictions can be made if we divide TDC into credit for the public sector, and credit for the
private sector. Such division opens an interesting avenue for further exploration. As already discussed,
the left-leaning governments are expected to expand the size and scope of the state to achieve their
objectives relative to their right-leaning counterparts. There is supportive evidence for this hypothesis,
such as Blais et al. (1993) and Cusack (1997), who find that left-leaning governments have a higher
level of government spending.

In terms of specific spending priorities, a right-leaning government has a negative impact on wel-
fare state development. According to Picot and Menéndez (2019), left-libertarian parties address the
interest of non-standard workers, whereas far-left parties are only vocal of the rise of non-standard
workers. Klitgaard et al. (2015) find partisan effects in institutional welfare state reforms in a four-
country study: Sweden, Denmark, Spain, and the Netherlands. Using data on 18 countries, Allan
and Scruggs (2004) report that government partisanship affects welfare programs. They show an
increase in welfare programs such as unemployment and sickness replacement benefits in left-leaning
governments compared with the right-leaning government.

Whilst the evidence on this issue is not conclusive, with authors such as Brduninger (2005) and
Busemeyer (2009) finding no discernible effect of government ideology on overall government spend-
ing patterns, there is enough weight of existing evidence to support that a left-leaning government
would on average expand the public sector. Our second hypothesis is therefore:

H2: Left-leaning governments make policy which leads to a higher level of credit for the public sector.

By contrast, a right-leaning government is expected to promote the private sector by defending
property rights, lowering taxes, lessening the regulatory burden, and privatising state-run businesses.
Researchers have also found that political ideology matters for regulation and state-ownership. Belloc
et al. (2014) find that OECD countries have broadly moved in a pro-market direction (more privat-
isation and liberalisation), but that right-leaning governments have emphasised privatisation, whereas
left-leaning governments have emphasised liberalisation. This challenges the stereotype of left-leaning
governments as always anti-market, whilst maintaining that ideology continues to matter. Other
researchers focus on specific sectors, with Duso and Seldeslachts (2010) finding that right-leaning gov-
ernments were more likely to liberalise the mobile telecommunications markets of a range of European
countries. Potrafke (2017) argues that the trend for privatisation and deregulation in the 1970s and
1980s, driven mainly by the Reagan administration in the USA and the government of Margaret
Thatcher in the UK, are two of the clearest examples of ideologically motivated economic policy.

Our third hypothesis is therefore:

H3: Right-leaning governments make policy, leading to a higher level of credit for the private sector.

3. Data and method
3.1 Data and sample

To investigate the effect of political ideology on domestic credit, we choose 29 sample countries:
Australia, Austria, Belgium, Bulgaria, Canada, Croatia, Czech Republic, Denmark, Estonia, Finland,
France, Germany, Great Britain, Greece, Hungary, Iceland, Ireland, Italy, Japan, Luxembourg,
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Netherlands, New Zealand, Norway, Poland, Portugal, Romania, Spain, Sweden, and the USA. Similar
to prior studies (e.g. Frankenreiter, 2018), our measure of political ideology comes from the
Government Partisanship database of Seki and Williams (2014). This dataset better captures govern-
ment ideologies yearly and on a continuous scale, unlike the other coding on political ideology, such as
the Database of Political Institutions (DPI). Our sample period spans 1960-2014, with 2014 being the
most recent year for which data from Seki and Williams’s (2014) dataset is accessible. Also, we use
other data sources for measures of domestic credit, alternative measures of political ideology and con-
trol variables, such as World Development Indicators and the DPI, respectively.

3.2 Empirical measures

3.2.1 Measuring political ideology

Table 1 summarises the definitions of all variables used in the analysis, including those used in the add-
itional analyses and robustness checks. Our measure of political ideology is the score of Seki and
Williams (2014), and we label it as SWgcorg. This yearly varying score ranges from 1 to 5, where a
government is classified as 1 for right-wing dominance (share of seats in government and supporting
parties in parliament held by right parties is larger than 66.6 per cent), 2 for right-centre complexion
(share of right and centre parties in government and supporting parties is between 33.3 per cent and
66.6 per cent each), 3 for a balanced situation (share of centre larger than 50 per cent in government
and parliament; or if left and right form a government together not dominated by one side or the
other), 4 for left-centre complexion (share of seats of left and centre parties in government and support-
ing parties in parliament between 33.3 per cent and 66.6 per cent each), and 5 for left-wing dominance
(share of seats in government and supporting parties in parliament larger than 66.6 per cent).

This measure has several useful features for this analysis. Firstly, it is based on objective measures of
political party ideology found by analysing the manifestos of the parties for reference to key ideas asso-
ciated with left-leaning or right-leaning political ideology. For example, more favourable regards to a
free-market economy will have a political party more likely to be coded as right-leaning. Whilst it may
not be possible to be truly objective on such measures, this is a robust methodology which is applied
consistently across the various countries in the data and is testified to the many uses of this data in the
existing literature on the effects of political ideology (see Potrafke (2017) for a review). Secondly, the
variable captures not just the political ideology of the parties but their power within government,
which then can translate into the policy effects we are interested in. The ruling party of a country
may be left-leaning, for example, however, if they are a minority government supported by a centrist
party, their ability to implement policy will be weaker than if they had a substantial majority, and we
would not expect to see such a strong outcome on actual policy.

3.2.2 Measuring domestic credit

To capture domestic credit, we consider three measures. Our first measure is TDC, defined as domestic
credit provided by banks and financial institutions as a percentage of GDP (i.e., all credit to various
sectors). Monetary authorities and deposit money banks, as well as other financial corporations, make
up the financial sector. Our second measure is domestic credit to the government (DCG), defined as
the sum of financial resources provided to the government by financial institutions domiciled in the
country as a percentage of GDP. Our third measure is DCP, defined as the sum of financial resources
provided to the private sector by financial institutions domiciled in the country, such as through loans,
purchases of non-equity securities, trade credits, and other accounts receivable, that establish a claim
repayment as a percentage of GDP.

3.2.3 Measuring controls

Following prior studies (e.g. Beck et al., 2006; Weill, 2011), we control for the following set of macro-
economic variables: SAV, defined as domestic savings as a percentage of GDP; RIR, defined as the
annualised real interest rate to control for the cost of borrowing; GDPG, defined as gross domestic
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Variable

Definition

Total domestic credit (TDC)

The sum of all financial resources provided by banks and financial institutions
domiciled in a country as a percentage of GDP.

Domestic credit to the
government (DCG)

The sum of financial resources provided to the government by financial
institutions domiciled in the country as a percentage of GDP.

Domestic credit to the private
sector (DCP)

The sum of financial resources provided to the private sector by financial
institutions domiciled in the country as a percentage of GDP.

SWscore

A continuous variable ranging from 1 to 5, where
1 - Right-wing dominance
2 - Right-centre complexion
3 - Balanced situation
4 - Left-centre complexion
5 - Left-wing dominance.

Type of political party
(Partyscore)

A continuous variable ranging from 1 to 3, where
1 - Rightist party
2 - Centre party
3 - Leftist party

Electoral period (Election)

A dummy variable equals 1 if there was an election in that year or 0 otherwise.

Savings (SAV)

Gross domestic savings as a percentage of GDP.

Real interest rate (RIR)

Annualised inflation-adjusted lending rate.

GDP growth rate (GDPG)

Annualised GDP growth rate.

GDP per capita (GDPPC)

GDP per capita.

Self-employed (SEMP)

Number of people who are self-employed as a percentage of total employment.

Trade (TRD)

The amount of import and export as a percentage of GDP.

Foreign direct investment (FDI)

Foreign direct investment as a percentage of GDP.

General expenditure (EXP)

Gross national expenditure as a percentage of GDP.

Free market (FMK)

A continuous variable that measures a party’s preference on free market. Higher
values represent parties that emphasise on free market more than planned
economy in their manifestos.

Welfare (WEF)

A continuous variable that measures a party’s preference on providing welfare.
High value indicates more preference for welfare.

Economy (ECO)

A continuous variable that measures a party’s preference on the overall
economy. Higher values represent parties that emphasise the economy more
in their manifestos

Federal (FED)

A dummy variable that equals 1 if a country operates a federal government
system and 0 otherwise.

Type of government (TOG)

A continuous variable ranging from 1 to 6, where
1 - Single party government
2 - Minimal winning coalition
3 - Surplus coalition
4 - Single party minority
5 - Multiparty minority
6 - Caretaker government

product growth rate; GDPPC, defined as gross domestic product per capita; SEMP, defined as the
number of self-employed persons as a percentage of total employment; TRD, defined as the amount
of import and export on domestic credit as a percentage of GDP; FDI, defined as a foreign direct
investment; and EXP, defined as gross national expenditure as a percentage of GDP. Additionally,
we consider a number of political factors that may have an impact on government activity: FMK, a
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continuous variable measuring a party’s preference on a free-market; WEL, a continuous variable
measuring a party’s preference for providing welfare; ECO, a continuous variable measuring a party’s
preference on how an economy should work; FED, a dummy variable equal to 1 if a country operates
federal government system and 0 otherwise; and TOG, a continuous variable ranging from 1 to 6
where a country’s government varies from single-party government to caretaker government.

3.3 Econometric modelling

We use the following baseline regression models as in Equations (1), (2), and (3). In Equation (1), we
regress the amount of TDC to both the private sector and government (TDC) on the political ideology
of the government in power and the complete set of the controls. Since each political ideology favours
either a government-led economy or a private sector-led economy, in Equations (2) and (3), we
explore how the political ideology impacts the DCP and DCG, respectively.

TDCy = a + B,SWscore + B,SAVy + BsRIRy + B,GDPGy + BsGDPCCy + B SEMP;
B,TRD; + BsFDI; + BoTRDy + B, FDI;¢ + B, EXPy 4 B,,FMK (@9)
B]3WELit + B]4ECOit + BI5FEDit + BlﬁTOGit + l!Ji + (ON + Eit

DCPit =a + BISWSCOI'CR + BZSAVit + B3RIRit + B4GDPGit + B5GDPCCn + BsSEMPit
B,TRD; + BsFDI; + BoTRDy + B, FDI; + B, EXPy 4 B,,FMK 2)
BI3WELit + BI4ECOit + BI5FEDit + BI6TOGit + ll]i =+ Wy + Eit

DCGj; = a + B,SWscore;; 4 B,SAVi; 4+ BsRIR;; + B,GDPG;; + B;GDPCC;; + B;SEMP;
B3,TRD;; + BgFDI;¢ + BoTRDy 4 B,oFDIi¢ + B, EXPi + B,,FMK 3)
B13WELit + B14ECO;i¢ + BsFEDit + B1sTOGi + i + ¢ + &t

where i, and t index country (i=1,2....... 29), and year (t=1960,1961,.......... 2014), respectively. To
account for country-wide and year fluctuations in domestic credit, we add the country (y;) and
year (o) fixed effects in all specifications.

3.4 Pre-regression analyses

3.4.1 Summary statistics

Table 2 shows summary statistics for all samples (mean, standard deviation; and the three quartiles: p25,
median, and p75 for all samples, while Appendix provides summary statistics for each sampled economy.
The mean value of TDC is 82.13 per cent, with a standard deviation of 53.80 per cent. However, the
cross-country differences in TDC vary from 32.85 per cent for Romania to 183.24 per cent for Japan.
On average, the amount of credit given by domestic financial institutions to the private sector (ie.,
DCP =79.68 per cent) is almost equal to the GDP of the country. The average value of SWSCORE is
2.84, and this greatly varies among the sampled countries. For instance, in comparison to France,
which has the lowest average SWSCORE of 1.93, signalling the dominance of right-leaning ideological
parties in French politics, Austria has the highest SWSCORE of 3.65, showing that left-leaning political
parties have controlled the government. The controls are also found to be relatively standard.

3.4.2 Correlation matrix

Table 3 presents a Pearson pairwise correlation matrix for the variables used in the baseline analysis.
The correlation with TDC is significant at the 5% level and is negative. In keeping with the hypotheses,
there exists a significantly positive correlation between SWscorg and DCG at the 5% significance level,
whereas the correlation coefficient of SWgcorg and DCP is significantly negative (at the 1% level of
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Table 2. Summary statistics

Variable #0Obs. Mean Std. Dev. P25 Median P75
TDC 1,077 82.13 53.80 40.89 69.50 109.54
DCG 815 13.95 14.30 5.16 10.04 17.52
DCP 855 79.68 49.53 37.56 69.04 109.94
SWscore 1,128 2.84 0.89 2.00 3.00 4.00
SAV 697 24.18 6.93 20.49 23.91 27.34
RIR 697 4.66 7.73 2.12 4.47 7.07
GDPG 697 2.08 2.98 0.78 2.41 3.91
GDPPC 697 27799.97 19859.32 13097.30 23888.60 39268.60
SEMP 697 16.63 7.40 11.57 15.31 19.66
TRD 697 77.01 48.60 51.11 67.04 86.00
FDI 697 4.53 9.15 0.73 2.06 4.69
EXP 697 99.01 6.84 96.15 99.66 102.27
FMK 697 5.29 4.91 1.79 3.97 7.48
WEL 697 11.96 6.42 7.42 11.65 15.58
ECO 697 25.25 9.50 19.43 24.39 30.08
FED 697 0.24 0.43 0.00 0.00 0.00
TOG 697 2.86 1.45 2.00 3.00 4.00

Note: This table provides the summary statistics (mean; standard deviation denoted by Std. Dev.; and the three quartiles: p25, median, and
p75) of the variables used in the bassline analysis.

significance). This preliminary evidence reveals a strong association between political ideology and
domestic credit and initial support for our hypotheses.

To further investigate the issue of multi-collinearity among the variables, we check the magnitude
of correlation coefficients, which are all less than 0.54, except for the correlations among the measures
of domestic credit (Tabachnick and Fidell, 2013). As there is a significantly high correlation between
TDC and DCP (coefficient: 0.97), we use all our measures of domestic credit in separate regressions
rather than using the highly correlated measures together in the same regression. Therefore, multicol-
linearity is unlikely to be a problem in our model specifications.

4. Empirical findings and discussion
4.1 Main results

Table 4 reports the regression results of domestic credit for various specifications. In Columns 1-6, we
begin our empirical investigation by estimating an ordinary least square (OLS) specification. In
Columns 1, 3, and 5, we regress TDC, DCG, and DCP only on SWscorg with the country (y;) and
year () fixed effects. These models consist of 1,067, 814, and 854 country-year observations and
show that the coefficients of SWgcorg are —3.615 (p <0.05), 1.638 (p <0.01), as well as —5.589
(p <0.01), respectively. The results demonstrate that a government with a stronger left-leaning polit-
ical ideology has a significantly negative impact on TDC and DCP and a positive impact on DCG.
Next, in Column 2 of Table 4, we base our OLS on a full model specification (Equation (1), regres-
sing TDC on SWgcorg and controls with the country (y;) and year () fixed effects. The coefficient of
SWscore is —6.519 (p <0.01). This evidence documents a significantly negative effect of political
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Table 3. Correlation analysis

14!

(1) ) (3) ) (5) (6)

‘v 72 Yeime], Judadur A

TDC 1) 1.00

DCG ) 0.44*** 1.00

DCP 3) 0.97*** 0.19*** 1.00

SWiscore ) —0.06** 0.08** —0.10*** 1.00

SAV (5) 0.08** 0.06 0.07** 0.03 1.00

RIR (6) 0.01 0.03 0.00 0.00 —0.15*** 1.00

GDPG @ —0.14*** —0.16*** —0.10*** 0.01 0.13*** 0.17***

GDPPC ®8) 0.49*** —0.04 0.55*** 0.04 0.53*** —0.08**

SEMP ) —0.24*** 0.11*** 0L 0 0.03 —0.40*** 0.10***

TRD (10) @I —0.10*** —0.15*** —0.03 0.55*** 0.01

FDI (11) —0.02 —0.07* 0.00 0.01 QT 0.00

EXP (12) —0.09** —0.03 —0.09** —0.06* —0.81*** 0.08**

FMK (13) —0.03 —0.06 —0.02 —0.30*** =@ —0.03

WEL (14) 0.04 —0.06* 0.06 01335 0.15*** 0.01

ECO (15) —0.02 —0.06* 0.00 —0.07* —0.05 —0.01

FED (16) 0.15%** 0.05 0.15*** 0.07* —0.05 0.05

TOG a7 —0.08** 0.00 —0.09** 0.04 0.05 0.04
(8) 9) (10) (11) (12) (13)

GDPPC ) 1.00

SEMP ) —0.44*** 1.00

TRD 10) 0.39*** —0.22*** 1.00

FDI 11) 0.24*** —0.11*** 0.52*** 1.00

(

(
EXP (12) —0.62"** 0.41*** —0.61*** —0.27*** 1.00
FMK (

13) —0.14*** —0.06* —0.15*** —0.09** 0.10** 1.00
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WEL (14) 0.27*** —0.12*** 0.18*** 0.12*** —0.13*** —0.19*** 1.00

ECO (15) —0.12*** 0.11** —0.06* -0.06 0.05 0.43*** —0.19***

FED (16) 0.08** —0.20*** —0.11*** —0.04 0.03 —0.01 —0.05

TOG a7 —-0.01 —0.07* 0.03 —0.06* —0.05 —0.04 0.03
(15) (16) (17)

ECO (15) 1.00

FED (16) 0.05 1.00

TOG (17) —0.21*** —0.17*** 1.00

*** p<0.01, ** p<0.05, * p<0.1.

All variables are defined in Table 1.
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Table 4. The role of political ideology on domestic credit

(1) () @3) (4) (5) (6)
Dependent variable TDC TDC DCG DCG DCP DCP
SWscore —3.615** (—2.05) —6.519*** (=3.44) 1.638*** (4.91) 1.346*** (3.92) —5.589*** (—3.38) —6.646*** (—4.04)
Savings (SAV) 1.558** (2.56) —0.131 (—0.66) 0.652 (1.38)
Real interest rate (RIR) 0.877*** (5.29) 0.051 (1.00) 0.653*** (4.71)

GDP growth (GDPG)

—3.674*** (-5.02)

—0.498*** (-2.76)

—2.278*** (=3.77)

GDP per capita (GDPPC)

0.001*** (8.81)

—0.000 (—0.18)

0.001*** (10.29)

Self-employed (SEMP)

—0.938*** (—4.50)

—0.540*** (—3.56)

—1.272*** (=7.08)

Trade (TRD)

—0.554*** (=9.47)

0.055* (1.86)

—0.488*** (=11.21)

Foreign Direct Investment (FDI)

0.277* (1.78)

0.012 (0.32)

0.228* (1.84)

General Expenditure (EXP)

1.355** (2.19)

—0.302** (-2.57)

1.183** (2.14)

Free Market (FMK)

—0.559 (—1.48)

0.017 (0.26)

—0.523 (—1.60)

Welfare (WEL)

—0.759*** (-2.79)

0.066 (1.13)

—0.674*** (—2.88)

Economy (ECO)

0.363* (1.86)

—0.115*** (—3.40)

0.570*** (3.43)

Federal (FED)

5.748 (1.49)

4.353* (1.92)

2.651 (0.85)

Type of government (TOG)

—2.633** (—2.28)

—0.194 (—0.74)

—2.377** (—2.39)

Constant 8.481 (1.27) —55.840 (—0.74) —6.108** (—2.13) 44.040*** (2.87) 14.833* (1.86) —40.239 (—0.60)
Country fixed effects Yes Yes Yes Yes Yes Yes

Year fixed effects Yes Yes Yes Yes Yes Yes
Observations 1,067 697 814 697 854 697

Adjusted R? 0.783 0.808 0.616 0.772 0.789 0.798

Mean VIF 2.00 4.73 3.59 4.73 3.59 4.73

*** p<0.01, ** p<0.05, * p<0.1. All variables are defined in Table 1.
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ideology on TDC, proving H1 that differences in government ideology affect the domestic credit allo-
cation. This implies a drop in domestic credit in a country where a left-wing government is in power.

In Column 4 of Table 4, we estimate Equation (2) by regressing DCG on SWgcorg and controls
with the country (y;) and year (o) fixed effects to test H2 that stronger left-leaning governments
will result in more credit for the public sector. The coefficient of SWscogg is 1.346 (p < 0.01), indicat-
ing a significantly positive relationship between left-leaning political ideology and DCG. This evidence
supports H2 that left-leaning governments borrow more from domestic credit than right-leaning
governments.

In Column 6 of Table 4, we regress DCP on SWscorg and controls with the country (y;) and year (o)
fixed effects (Equation (3)) in order to test H3 that stronger right-leaning governments will lead to
increased credit to the private sector. If our argument is correct in the assumption that right-leaning gov-
ernments favour DCP more than the left-leaning governments, we should expect a negative relationship
between DCP and SWscore. The coefficient of SWgcorg is —6.646 (p <0.01), indicating a significantly
negative relationship between political ideology and DCP. This evidence lends strong support to H3.
The finding that a left-leaning government leads to a lower overall level of domestic credit is a novel find-
ing, which combined with our other findings suggests that the positive effect of a stronger left-leaning gov-
ernment on credit to the government, is outweighed by the negative effect on credit to the private sector.

Overall, our analysis suggests that left-leaning governments reduce domestic credit allocations
(TDC), left-leaning governments increase domestic credit to the public sector (DCG), and right-
leaning governments boost credit to the private sector (DCP). The relationship between ideology
and domestic credit has not been investigated before, but these results are consistent with research
finding that left-leaning government expand the size of the government (Blais et al., 1993; Cusack,
1997) and that right-leaning governments have policies which are more conducive to private invest-
ment (Bjornskov, 2005).

4.2 The electoral view of politics on domestic credit

In the previous section, we tested the ideological partisanship hypothesis on domestic credit. In this
section, we examine whether there is any significant impact of an electoral view of politics on the rela-
tionship between political ideology and domestic credit. Governments of all ideologies may favour
greater levels of government spending, hence more credit to the public sector during an election per-
iod. To build trust and maintain mass support to win elections, political parties adopt new strategies
during elections. Hence, it is plausible for a diversion from a political party’s core ideology to get votes
during an election period (Asongu and Mohamed, 2013; Leguil-Bayart, 2009). Asongu and Jellal
(2020) show that governments use more discretionary policies during the electoral year. Similarly,
Quinn and Shapiro (1991) suggest that parties in power are likely to influence the economy to improve
voter wellbeing during election periods. For instance, a right-leaning government that will usually pri-
oritise the private sector in terms of borrowing may use temporary policies to divert DCG to undertake
some ad hoc projects to win elections.

From the supply side, elections present a high level of political uncertainty because financial insti-
tutions may be in limbo on who wins the election and its effect on the financial sector (Bitar et al.,
2017; Englmaier and Stowasser, 2017). For example, Englmaier and Stowasser (2017) show that elec-
tions affect the lending policies of savings banks in German. Jackowicz et al. (2013) claim that
state-owned banks report lower interest ratios during parliamentary elections. Consequently, electoral
periods can moderate the association between political ideology and domestic credit. To investigate
this, we assign a dummy variable (Election) with a value of 1 for the electoral period and 0 otherwise,
and a two-way interaction term between electoral period and political ideology (SWscorg x Election)
to moderate the effect.

Building on the view that elections can shape lending activities of the banks and borrowing strat-
egies of government, we expect a significant coefficient of SWgcorg X Election. However, as in
Columns 1 to 3 of Table 5, our results imply that election insignificantly affects all three measures
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Table 5. The role of an election on political ideology and domestic credit

Dependent variable

1)
TDC

2
DCG

€)
DCP

SWscore —5.594*** (—-2.66) 1.449*** (3.82) —5.965*** (—3.25)
SWscore X Election —3.578 (—0.84) —0.441 (—0.53) —2.567 (—0.74)
Election 13.317 (1.03) 1.426 (0.64) 10.250 (0.99)
Savings (SAV) 1.565** (2.57) —0.127 (—0.64) 0.657 (1.39)

Real interest rate (RIR) 0.893*** (5.23) 0.053 (1.03) 0.668*** (4.68)

GDP growth (GDPG)

—3.670*** (=5.01)

—0.500*** (=2.77)

—2.274*** (=3.78)

GDP per capita (GDPPC)

0.001*** (8.71)

—0.000 (—0.20)

0.001*** (10.19)

Self-employed (SEMP)

—0.934*** (=4.44)

—0.539*** (~3.56)

—1.267*** (=6.99)

Trade (TRD)

—0.549*** (~9.39)

0.056* (1.89)

—0.483*** (—11.07)

Foreign direct investment (FDI)

0.268* (1.72)

0.011 (0.29)

0.222* (1.78)

General expenditure (EXP)

1.359** (2.19)

—0.299** (—2.55)

1.184** (2.13)

Free market (FMK)

—0.550 (—1.46)

0.017 (0.26)

—0.515 (—1.57)

Welfare (WEL)

—0.762*** (-2.79)

0.066 (1.13)

—0.678*** (=2.91)

Economy (ECO)

0.365" (1.86)

—0.114*** (-3.31)

0.570*** (3.43)

Federal (FED)

5.354 (1.37)

4.275* (1.87)

2.302 (0.73)

Type of government (TOG)

—2.789** (-2.39)

—0.212 (-0.80)

—2.509** (-2.51)

Constant —60.584 (—0.80) 43.249*** (2.81) —43.747 (—0.65)
Country fixed effects Yes Yes Yes

Year fixed effects Yes Yes Yes
Observations 697 697 697

Adjusted R-squared 0.807 0.771 0.798

*** p<0.01, ** p<0.05, * p<0.1. All variables are defined in Table 1.

of domestic credit. Consequently, we argue that governments keep to their core political ideology,
even during the electoral periods, and their domestic credit strategies stay constant. From the bank-
ing perspective, our findings contradict those of Elichler and Sobanski (2016), Englmaier and
Stowasser (2017), and Jackowicz et al. (2013), who claim that elections influence bank lending
policies.

4.3 Accounting for endogeneity

Although we show a strong effect of partisan politics on domestic credit, a caveat to our finding could be
a concern about the causal effect between political ideology and domestic credit for two reasons. First,
some unobservable factors may influence credit lending, resulting in a spurious correlation. Second,
partisan politics is likely to be endogenous because a country’s financial stability may impact the
political parties’ ideologies, implying causality from credit lending to politics. Notably, countries
that focus on citizen welfare with many government interventions may demand stronger left-leaning
governments, while countries aiming to create an enabling private sector environment may expect right-
leaning governments into power. Moreover, one may argue that the level of contemporary domestic
credit depends largely on its prior year, thus biasing the results. To mitigate the issue of endogeneity,
we conduct two tests: PSM and lagged variable models.
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Table 6. Endogeneity test: Propensity score matching

(1)

@

@)

(4)

(5)

Pre-match Post-match TDC DCG DCP
SWscore —5.666** (—2.29) —0.406 (—0.48) —5.260** (—2.49)
Savings (SAV) —0.049* (—1.67) —0.004 (—0.09) 1.602 (1.57) 1.125*** (3.52) 0.477 (0.58)
Real interest rate (RIR) —0.014 (—0.87) —0.016 (—0.27) —0.720 (—0.70) 0.437 (1.02) —1.157 (—1.38)
GDP growth (GDPG) 0.051 (1.32) 0.016 (0.29) —3.899*** (—2.98) —1.494** (-2.31) —2.405** (—2.37)
GDP per capita (GDPPC) —0.000*** (—2.70) —0.000 (—0.23) 0.001*** (4.94) —0.000 (—0.24) 0.001*** (5.95)
Self-employed (SEMP) 0.028 (1.59) 0.002 (0.09) —0.529 (—1.24) 0.203 (1.32) —0.732** (~1.98)
Trade (TRD) —0.012*** (-3.63) —0.000 (—0.04) —0.547*** (—5.58) —0.042 (-1.16) —0.505*** (—6.32)
Foreign direct investment (FDI) 0.005 (0.35) —0.003 (—0.14) 0.259 (0.85) —0.012 (—0.13) 0.271 (0.97)
General expenditure (EXP) —0.140*** (—4.21) —0.008 (—0.18) 1.317 (1.37) 0.566* (1.81) 0.750 (0.92)
Free market (FMK) —0.176*** (—6.13) —0.005 (—0.12) 0.469 (0.57) —0.064 (—0.23) 0.533 (0.80)
Welfare (WEL) 0.160*** (7.76) 0.010 (0.39) —0.832 (—1.58) —0.215 (-1.19) —0.617 (-1.32)
Economy (ECO) 0.015 (1.07) 0.010 (0.52) —0.668 (—1.61) —0.233 (—1.50) —0.435 (—1.30)
Federal (FED) 0.738"** (2.69) —0.252 (—0.69) —9.126 (—1.20) —0.927 (-0.32) —8.199 (-1.38)
Type of government (TOG) 0.166** (2.13) —0.045 (—0.43) —4.988** (—2.45) 0.362 (0.61) —5.350*** (-2.91)
Constant 13.596*** (3.51) 0.826 (0.15) —9.453 (—0.08) —55.990 (—1.56) 46.537 (0.47)
Year fixed effects No No Yes Yes Yes
Observations 530 220 220 220 220
p-value of X* 0.0000 1.0000 = = =
Pseudo R* 0.2440 0.0043 - - -
Adjusted R? = = 0.496 0.126 0.564

*** p<0.01, ** p<0.05, * p<0.1. All variables are defined in Table 1.
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Table 7. Endogeneity test: Lagged variables

Panel A. lagged political ideology

Dependent variable =

1)
TDC

TDC

€)
DCG

DCG

(5)
DCP

DCP

SWscoret—1 —5.956*** (—3.11) 1.073*** (3.28) —5.783*** (—3.49)
SWscoret—2 —4.883** (—2.55) 0.949*** (2.90) —4.648*** (=2.79)
Constant —133.338* (—1.77) —129.418" (—1.66) 54.736*** (3.50) 66.392*** (4.40) —188.074*** (—2.67) —195.810*** (—2.67)
Control variables Yes Yes Yes Yes Yes Yes
Country fixed effects Yes Yes Yes Yes Yes Yes
Year fixed effects Yes Yes Yes Yes Yes Yes
Observations 683 668 683 668 683 668
Adjusted R? 0.813 0.817 0.786 0.792 0.802 0.805
Panel B. Lagged domestic credit
(1) (2) 3) (4) (5) (6)
Dependent variable = TDCi_, DCG;_, DCP;_; TDC;_» DCG;_» DCP;_,
SWscore —6.882*** (—3.59) 0.950*** (2.65) —6.940*** (—4.17) —6.866*** (—3.54) 0.235* (1.72) —6.634*** (—=3.92)
Constant 37.152 (0.50) 52.583*** (2.61) 47.683 (0.74) 158.091** (2.23) 75.148*** (4.28) 153.061** (2.56)
Control variables Yes Yes Yes Yes Yes Yes
Country fixed effects Yes Yes Yes Yes Yes Yes
Year fixed effects Yes Yes Yes Yes Yes Yes
Observations 682 677 679 665 655 659
Adjusted R-squared 0.442 0.749 0.532 0.440 0.751 0.521

*** p<0.01, ** p<0.05, * p<0.1. All variables are defined in Table 1.
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Table 8. Alternative measures and the exclusion of GFC period

(1) () 3) (4) (5) (6) (7) (8) (9)
Dependent
variable = TDC Ln (TDC) TDC DCG Ln(DCG) DCG DCP Ln (DCP) DCP
Partyscore —0.383** 0.076*** 0.201**

(—2.47) (3.25) (2.00)
SWscore —0.057*** —7.909*** 0.016* 1.482*** —0.036** —8.226™**

(—2.63) (—3.96) (1.58) (4.00) (—2.18) (—4.84)

Constant —83.039 1.183 —85.192 77.659*** 6.610*** 35.324** —93.897 0.149 —59.338

(—1.38) (1.61) (=1.07) (5.35) (6.31) (2.17) (=1.50) (0.19) (—0.84)
Control variables Yes Yes Yes Yes Yes Yes Yes Yes Yes
Country fixed effects Yes Yes Yes Yes Yes Yes Yes Yes Yes
Year fixed effects Yes Yes Yes Yes Yes Yes Yes Yes Yes
Observations 697 697 640 697 697 640 697 697 640
Adjusted R? 0.808 0.784 0.809 0.768 0.703 0.770 0.798 0.806 0.798

*** p<0.01, ** p<0.05, * p<0.1. All variables are defined in Table 1.
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Table 9. Sub-sample analysis

Panel A. Federal versus non-Federal governments

Dependent variable =

Federal Government

Non-Federal Government

TDC DCG

DCP

TDC DCG

DCP

SWscore —12.927*** (-5.03) 3.555*** (4.84) —9.372*** (—3.89) —2.420* (—1.79) 0.556* (1.87) —2.976** (—2.24)
Constant 347.937** (2.19) 24.227 (0.54) 323.709** (2.19) —148.145* (—1.78) 77.305*** (4.42) —225.450*** (—2.85)
Control variables Yes Yes Yes Yes Yes Yes
Country fixed effects Yes Yes Yes Yes Yes Yes
Year fixed effects Yes Yes Yes Yes Yes Yes
Observations 168 168 168 529 529 529
Adjusted R? 0.840 0.869 0.883 0.837 0.828 0.805
Panel B. High versus Low Civil Liberties countries
High Civil Liberties countries Low Civil Liberties countries
Dependent variable = TDC DCG DCP TDC DCG DCP

SWscore —5.468*** (—3.83) 0.190 (0.60) —5.658*** (—4.60) —5.039*** (—4.23) 1.446*** (2.88) —3.593*** (—2.96)
Constant 51.197 (0.61) —3.093 (-0.17) 54.291 (0.76) —11.173 (=0.19) 62.547** (2.30) —73.719 (-1.41)
Control variables Yes Yes Yes Yes Yes Yes

Country fixed effects Yes Yes Yes Yes Yes Yes

Year fixed effects Yes Yes Yes Yes Yes Yes

Observations 132 132 132 289 289 289

Adjusted R? 0.915 0.703 0.936 0.897 0.565 0.897

*** p<0.01, ** p<0.05, * p<0.1. All variables are defined in Table 1.
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First, to run the PSM, we implement a two-step PSM strategy, as per prior research (Alam et al.,
2019). In the first stage, we construct a group of treatment and control by sorting country-years based
on political party score and assign one (zero) if a country-year belongs to the right-leaning (left) party,
where the right-leaning (left) party is the treatment (control) group. In Column 1 of Table 6, our logit
model with similar controls captures significant coefficients in most cases. In addition, the overall
model produces a pseudo-R* of 24.4 with the p-value from the ) test below 0.01, suggesting a signifi-
cant amount of variation in the choice of the variables.

In the second stage, we use the propensity scores to form one-to-one matched pairs and end up
with 220 country-year observations for treatment and control pairs with the closest propensity scores.
In Column 2 from Table 6, the logit model shows insignificant coefficients. This implies that no
observable different trends exist in domestic credit between the two groups. In addition, the
pseudo-R” drops substantially from 0.2440 to 0.0043 with insignificant p-values for all post-matched
samples. This suggests that PSM removes all observable differences other than the difference in par-
tisan politics. Finally, in Columns 3-5 of Table 6, we regress three measures of domestic credit on
SWscore and controls with the country (y;) and year (o,) fixed effects based on a matched sample.
In most cases, post-matching still shows that partisan politics has a significant impact on domestic
credit, implying that the change in domestic credit is attributable to the change in partisan politics
rather than to the differences in other variables.*

Second, we use lagged measures of political ideology and domestic credit. In Panel A of Table 7, we
check the influence of political ideology in year t-1 (SWscorg:—1) and year t-2 (SWgcorgt—2) on the change
in domestic credit (i.e., TDC, DCG, and DCP). In Panel B of Table 7, we estimate regressions of domestic
credit lagged by one-year (i.e., TDC_;, DCG,_;, and DCP,_,) and by one-year (i.e., TDC,_,, DCG,_,, and
DCP,_,), relative to the measure of political ideology. In Panels A-B, we find qualitatively similar results that
provide additional support for the causal association between political orientation and domestic credit.

4.4 Robustness checks

In this section, we employ various tests to check the robustness of the effect of partisan politics on
domestic credit. First, to confirm the significant impact of political ideology on domestic credit, we
use DPI political ideology score (Partyscorr) as an alternative measure to SWgcore. The variable,
Partyscore> ranges from one (right-leaning party) to three (left-leaning party), while two indicate a cen-
trist party. Second, to avoid the issues associated with distributional properties of the data series, we
transform all proxies of domestic credit (i.e., TDC, DCG, and DCP) into natural logarithms and regress
on Ln(TDC), Ln(DCG), and Ln(DCP). Third, we re-estimate the regression Equations (1), (2), and (3)
after excluding the observations from the GFC (Global Financial Crisis) period (i.e., 2008 and 2009),
where the GFC caused an economic slowdown and corporate failures around the world. Additionally,
to mitigate the issue of differing political ideologies among nations, we separate our country-year
observations into two groups: federal versus non-federal governments and high versus low civil liberties
countries. The results presented in Tables 8 and 9 hold, regardless of the various checks employed.’

5. Conclusion

The existing literature on partisan politics has widely investigated how political ideologies affect
numerous national performance indicators (e.g., economic growth, unemployment, taxation, public
finance, and spending) in areas under the realm of direct government control. However, there is a
lack of understanding where the government’s focus is less obvious, specifically how the large

“In un-tabulated results, we estimate a two-stage least squares (2SLS) regression by employing Catholic religion - a dummy
variable equal to one if a country’s dominant religion is Catholicism — as an instrument variable derived from Djankov et al.
(2007). The evidence implies that our main result is not due to the endogeneity of the political ideology.

>To divide the sample based on political rights and civil liberties, we use the scores from Freedom House.
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variations in the political ideology of the government affect banks’ behaviour towards domestic credit.
This study, thus, extends the literature on the relationship between political ideology and domestic
credit by providing novel empirical evidence from 29 countries during 1960-2014.

Using unbalanced panel data, we first show a negative association between left-leaning governments
and the level of domestic credit. Second, we find that right-leaning governments provide more credit to
the private sector, while left-leaning governments favour an increase in domestic credit to the public sec-
tor. Additionally, we document an insignificant role of electoral periods on the relationship between pol-
itical ideology and domestic credit. Overall, our evidence indicates the significant role of political
ideology on domestic credit in private and public sectors. These findings are robust to an alternative
measure of political ideology and other robustness tests. Moreover, our identification strategies, using
PSM and lagged model specifications, still hold after controlling for endogeneity, confirming that the
causality runs from political ideology to domestic credit. Thus, our empirical results provide strikingly
strong and unambiguous backing regarding the impact of political ideology on domestic credit.

This study’s key policy implication is that, even in the wake of globalisation and integrated financial
markets, political ideology has a significant impact on the credit market due to the differences in
policies and actions. Our results also imply that financial institutions model lending activities accord-
ing to the ideological difference of the political parties; banks selectively allocate more credit to the
private sector if the right-leaning political party is in government. Thus, players in the domestic credit
market (e.g., credit lending institutions and borrowers) should focus on the differences in policies
between left-leaning and right-leaning governments since differences in ideology affect the demand
and supply of funds in the domestic debt market.

Although our findings provide an important understanding of the impact of political ideology on
domestic credit, we acknowledge that measuring political ideology cannot be completely objective, espe-
cially considering differences across time and between countries. However, we have alleviated most of
such concerns by employing the most accurate measure available and ensuring the robustness of our
findings. Further, because of the scope of this work, we focus only on domestic debt. Therefore, future
research may investigate how ideological differences affect government negotiation in international debt.
Thus, future studies may extend our work in scale and scope when better data becomes available.
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Appendix

Summary statistics (mean values) by country

TDC DCG DCP SWScore
Australia 61.93 3.98 57.94 2.70
Austria 71.70 15.71 92.71 3.65
Belgium 71.23 38.66 63.39 3.27
Bulgaria 59.98 14.69 45.28 2.30
Canada 125.03 9.22 86.06 247
Croatia 67.18 17.10 50.09 2.35
Czech Republic 58.67 11.72 46.95 2.59
Denmark 87.85 12.60 75.25 3.09
Estonia 77.44 2.45 75.00 2.00
Finland 57.45 5.32 76.61 3.55
France 64.37 17.71 87.53 1.93
Germany 97.21 2291 97.09 3.64
Great Britain 82.24 5.52 78.73 2.87
Greece 54.55 20.10 87.09 2.29
Hungary 51.51 12.66 38.85 2.96
Iceland 73.58 2.93 70.65 2.44
Ireland 71.18 9.15 117.57 2.76
Italy 80.73 21.86 67.13 2.89
Japan 183.24 46.74 160.57 2.07
Luxembourg 66.80 6.08 83.95 2.36
Netherlands 70.96 11.82 113.43 2.84
New Zealand 67.05 6.76 89.60 2.64
Norway 76.00 12.72 77.08 3.44
Poland 43.27 13.00 30.27 2.61
Portugal 133.80 11.52 137.52 3.16
Romania 32.85 12.69 20.16 3.05
Spain 147.55 21.03 142.70 3.45
Sweden 70.54 13.72 56.83 3.55
USA 130.29 5.37 124.92 2.47
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