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		Abstract

		Financial liberalization under weak regulatory institutions is often followed by financial crises. We argue that poor regulation may be the deliberate outcome of lobbying interests capturing the reform process. Lobbying on investor protection may be directed at limiting entry, in which case reforms will focus on deepening rather than broadening access to capital. Interestingly, lobbying may deliberately create financial fragility. When blocking entry is too costly, limiting access to refinance after a shock forces inefficient exit, and protects more established producers.    

We model access to finance in a setting where investor protection is a legislative or enforcement choice taken by politicians subject to lobbying. Richer entrepreneurs will lobby for lower investor protection to limit access to finance and thus entry by poorer entrepreneurs. Poor investor rights induce ex post incentives to default for firms requiring more external finance, and may cause investors to refuse financing to valuable projects. Richer and thus less leveraged entrepreneurs can still credibly promise to repay their loans and will be able to raise the finance needed to enter. In our dynamic setting, investor protection affects not only entry, but also exit, which arises when entrepreneurs are not able to obtain refinancing after an external shock.    

We obtain three distinct policy outcomes, corresponding to different financial regimes. They lead to different entry and exit rates, and different degrees of financial fragility. In countries with high democratic accountability, bribing politicians to block entry of poor entrepreneurs is too expensive for the rich. Thus investor protection will be set so as to ensure access for all to finance and refinance after a shock. At intermediate levels of accountability, lobbying to block ex ante access is still too costly, but investor protection may be set deliberately low so as to limit access to refinancing after a shock. This reduces competition for rich producers as the poorer, more leveraged producers are forced to exit. This form of involuntary default is a case of deliberately induced fragility. Finally, when democratic accountability is very weak, the rich find it attractive to lobby for very low investor protection so as to block any access by poor entrepreneurs. We term this case a narrow financial equilibrium.    

We present supporting empirical evidence for a broad sample of countries, showing how profits in more financially dependent industries fall less in more corrupt countries after a crisis, and confirm that this is associated with higher exit rates. 
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