


The political economy of financial innovation has arguably played 
an important role in the recent financial crisis (Rajan (2010), 
Zingales (2015)) 

 

The role of political incentives in the development of innovative 
financial products: 

• still largely debated  

• difficult to identify empirically (small samples) 

 

 
 

 

Motivation 



Research Question 

• Do innovative financial products amplify politician agency costs? 

 

• And If they do, through which channels can these instruments 
benefit politicians' strategies? 

 

• Or do politicians misunderstand these innovations? 

 



• An innovative type of loans used by local governments  

 

• Thousands of local governments contaminated:  

3000+ in France alone, with aggregate structured debt totaling 
more than EUR20bn (20% of total debt).  Numerous examples 
also in Austria, Belgium, Germany, Greece, Italy, Norway, 
Portugal, US, etc... 

 
 
 
 

 

The Structured Loan Market 









• Budget relief for the period during which the coupon is guaranteed 
(potentially until the next election) 

• French local-government accounting standards do not require 
derivatives transactions to be disclosed and marked-to-market. 

• Implicit guarantee by the central government  low interest rates 
and no collateral required. 

• Highly profitable transactions for the banks. 

 

 

 
 

 

Market Background 











Politically Contested Areas 



• Test whether local governments engage more frequently in 
structured loans prior to an election than after 

 

• Treatment group includes counties, municipalities, and intercities 
that held elections at the end of 2008Q1 

 

• Control group consists of regions, whose elections were in 2010, 
and public entities with no elections (e.g., hospitals and social 
housing managers). 

 

 
 

 

Effect of Election Timing (1/2) 



Effect of Election Timing (2/2) 





  [1] effects on electoral outcome 

  [2] effects on budget decisions 

  

• Using structured loans is endogenous to variables that are likely to 
affect [1] and [2] 

• We instrument the propensity to use structured loans with the 
geographic distance of the local government to the closest Dexia 
branch, as the crow flies 

 

 

 
 

 

The Real Effect of Structured Loan Usage 



Effects on Electoral Outcome 



Effects on Budget Decisions 



Did banks exploit a lack of financial sophistication from local 
government politicians? 

 

We have two stylized facts that are hard to reconcile with this view: 

• politicians whose profession requires higher education are more inclined to use 
structured loans than politicians from less educated  backgrounds, and this effect 
is even stronger.  

• Larger cities are more likely to use both structured and toxic loans than smaller 
cities. 

 

 

 
 

 

The Financial Sophistication Hypothesis (1/3) 







We show in this paper that financial can amplify politician agency 
costs, by allowing them to implement opaque and high risk 
strategies, which increases the likelihood of getting re-elected 

 

Potential regulatory implications: 
• imposing strict public disclosure requirements on transactions by local 

governments to increase reputation risk and facilitate monitoring by 
voters.  

• Changing public accounting standards to account for mark-to-market 
losses and gains 

 
 

 

Conclusion 


