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Crises are prominent in explanations of political change. Most scholars know intuitively 

that crises play a catalytic role in national and international politics, although there is little 

agreement as to what that role is. Various authors have made crises central to studies of, among 

other phenomena, revolutions (Skocpol 1979), politics within advanced industrialized states 

(Skocpol 1980; Gourevitch 1986), international regimes (Krasner 1983), American trade policy 

(Krasner 1976; Goldstein 1988), and perhaps most generally political development (Binder 1971; 

Almond et al. 1973). Despite the large number of case studies, however, there remains a dearth 

of systematic theorizing about the impact of crises on politics.1 The current financial crisis, 

which began in 2007, has ignited a new interest in crisis and its role in political change (Roubini 

and Mihm 2010; Chinn and Frieden 2011; Kahler and Lake in progress). Although crisis as a 

metaphor abounds, and analogies are frequently made to earthquakes and other natural 

disruptions (Rajan 2010), little theoretical or empirical work has appeared on what actually 

constitutes a crisis and how and why they bring about political change.  

 This paper explores how and why crises affect national politics. It centers on how, in 

times of crisis, uncertainty shortens the time horizons of socio-political actors, causing them to 

abandon existing institutions, while changes in relative prices alter their interests, throwing 

established political coalitions into flux. Although we cannot begin to provide detailed answers 

to all the questions raised by the study of crisis, this essay does aim to provide a general 

approach to the study of crises and political change. 

 Section I draws upon the literature on collective action and institutions to pose a simple 

model of politics in non-crisis conditions. Section II sets forth a definition of crisis based not on 

                                                
1 One exception is Krasner (1984), which draws on the insights of evolutionary biology to develop a general 
framework for the study of social change. 



 3 

the ex post observation of its impact but on an ex ante assessment of its features. It explains why 

crises affect political choices and explores the ways in which different aspects of crises affect 

political change. Throughout this section, the focus is on the effects of crisis on the political and 

economic strategies of various actors and institutions. Section III outlines our methodology and 

examines relative price changes and uncertainty, as measured by stock market volatility, in the 

United States from 1900 to September 2011. Based on new measures, we identify ex ante three 

major political crises that, in a form of face validity, coincide with received wisdom on periods 

of intense political change in the United States: the Great Depression of the 1930s, the Crisis of 

the 1970s and 1980s, and the current Great Recession. Given unusually large increases in 

uncertainty and relative price dispersion since 2007, we predict substantial political changes 

within the next few years. As Bob Dylan memorably sang in the title track from his 1964 ablum, 

“The times they are a-changin”—again.   

 

I. Politics in Normal Times 

 In order to explain the catalytic role of crises, it is first necessary to understand politics in 

non-crisis periods. To begin, we draw upon the extant literature in open economy politics to pose 

a rudimentary model of politics in normal times.2 We start with a simple framework for 

understanding social interaction in a stable environment in which individuals pursue their 

interests in both the economic (productive) and political (redistributive) arenas. In considering 

this tradeoff, we focus mostly on the material interests of individuals, often aggregated into 

groups by their shared policy preferences. We recognize that interests vary along multiple 

dimensions, including religion, gender, culture, and the desire for social stability, and are often 
                                                
2 On open economy politics, see Bates (1997), Frieden (1988), Gourevitch (1986), and Rogowski (1989). For a 
sympathetic but critical insider’s account, see Lake (2009).  
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subject to framing effects.3 Yet, we emphasize material interests because we believe they are 

basic to politics—all actors are concerned by their material well being, whereas other dimensions 

appear more or less salient under different circumstances--and lend themselves to empirical 

analysis over time (see section III below). Most important, relative prices create systematic 

winners and losers from political and economic policies that are central to the coalitions that we 

place at the center of our analysis. Individuals who receive income from employment or own 

assets in sectors that enjoy increasing relative prices are better off, and share interests with others 

who benefit from similarly increasing relative prices, while individuals who receive income or 

own assets in sectors that experience decreasing relative prices are typically worse off, and share 

interests with others who are similarly disadvantaged.  

 Since both political and economic action have opportunity costs, actors evaluate the 

expected return from their activities in markets and politics on the basis of how successful they 

expect to be in both. Relatively more (less) successful economic agents are less (more) prone to 

turn to politics, especially if they expect the political system to be more (less) hostile to them 

than the economic environment. Although it would be the height of naiveté to believe with Gary 

Becker (1983) that arbitrage between the two arenas inevitably leads to an optimally efficient 

equilibrium, it is probably true that in most cases whatever set of arrangements evolves is 

reasonably stable. 

 Within the political arena, collective action problems are central, and political choice is 

ultimately an individual decision based upon the costs and benefits of participating in mass 

mobilization (Olson 1965). Perhaps most important for the analysis developed below, to the 

                                                
3 Even on attitudes toward globalization, the quintessential economic policy issue of the contemporary era, 
non-material factors influence how individuals conceive of their interests. On inequality aversion, see Lu at al. 
(2011). On family status, see Goldstein et al. (2007). On framing, see Naoi and Kume (2011). 
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extent that collective action within societies reflects the characteristics of a prisoners' dilemma, 

as suggested by Russell Hardin (1982), the likelihood of collective action is influenced by the 

discounted present value of expected future interactions. Individuals are more likely to join 

collective efforts if the expected future returns are large or, in Robert Axelrod's (1984) 

terminology, if the “shadow of the future” is long.4 

 The shadow of the future is central to both intra-group and inter-group cooperation. 

When the discounted present value of expected future interactions is high, stable “habits” of 

cooperation can be expected to arise. Individuals will be more likely to join in collective action, 

and coalitions between groups will be more likely to form. In other words, individuals and 

groups are more likely to enter into and maintain political bargains with others, even when the 

bargains have a great immediate cost, if they believe that the coalition will eventually lead to an 

even more beneficial outcome. Labor can support farmers' demands for subsidies, even if the 

result is more expensive food, if labor expects farmers to support its demand for, say, 

unemployment compensation, reflation or trade protection. The coalition of iron and rye in late 

nineteenth century Germany is a classic example (Gourevitch 1977). A political party will agree 

to the alternation of power, even when it loses an election, if it expects to benefit from this 

alternation at some future date (Przeworski 1991). 

 In the broadest sense, such routinized cooperative behavior--whether it takes the form of 

formal bureaucracies, informal coalitions or even social norms--can be defined as a social 

institution (North 1981). So understood, institutions exist because social actors are willing to 

work within rather than independently of them for immediate satisfaction of their demands. 

Indeed, at most times actors forego short-term interests that could be satisfied by circumventing 

                                                
4 On the “folk theorem” and the prisoner’s dilemma, see Fudenberg and Maskin (1986). 
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existing institutions, but do so with the expectation that the institution in question will in the long 

run lead to an even greater satisfaction of their interests. 

 In normal times, political interests are generally mediated through prevailing formal and 

informal institutions. Although coalitions are always potentially subject to cycling, institutions 

“induce” an equilibrium that creates stability and predictability in politics (Shepsle 1979). The 

cost of forming and reforming groups or coalitions appears relatively high; individuals usually 

find it easier to work within existing groups and institutions, where the costs are sunk, than to 

create new ones, where the costs would have to be borne anew. Even as new groups form over 

time, they are likely to work within the framework of existing political organizations and not 

dramatically alter the existing institutional structure. 

 Groups are also likely to become “vested” in specific “policy regimes” produced by 

coalitions and the institutions they form (Gourevitch 1986). Some actors, for whatever 

reason--specific capital, specific skills, geographical immobility--are more tied to their current 

economic activities than others, whose assets are more mobile.5 The more mobile or liquid the 

assets, the lower the capital loss that accrues to the assets' owners if they are forced to sell. The 

assets in question might be physical and more or less specific to a particular use, or they might 

consist of skills that are more or less tightly tied to their current employment. Unskilled labor is 

generally regarded as more mobile than skilled labor. Farmland typically has fewer alternative 

uses than urban tracts. At all times, both normal and “hard” times, fixed asset holders are more 

likely to enter the political arena; they may have more at stake in policy, but they also have fewer 

attractive options to cope with adverse circumstances. With lower exit opportunities, they grow 

more vocal (Hirschman 1970). Mobile asset holders, on the other hand, can redeploy their 
                                                
5 On asset specificity, see Klein, Crawford, and Alchian (1978) and Williamson ((1975; 1985). As a variable in 
politics, see Frieden and Rogowski (1996) and Hiscox (2002). 
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investments to more profitable sectors or activities, and will be comparatively less likely to seek 

redress through government intervention. With more exit opportunities, the incentives to pursue 

“voice” are lower. 

 Policy regimes, the sets of policies adopted by coalitions, influence patterns of asset 

acquisition. Under periods of normal politics, long shadows of the future encourage stable 

expectations, enduring coalitions, and policy stability, and prompt agents to invest in more assets 

that are fixed or dependent on the continuation of the prevailing policy regime. Comparatively 

disadvantaged industries that receive protection will maintain and perhaps even expand 

investments in their sector. Farmers who receive subsidies will acquire additional land for 

cultivation, and will reinvest returns back into agriculture rather than investing in more 

diversified portfolios. Comparatively advantaged industries react the same way. If free trade is 

expected to prevail, they will expand investment and, in turn, production to meet anticipated 

global demand. In this way, economic actors increase their fixed investments and become locked 

into a specific policy regime, and they will increasingly act to defend policies from challenge as 

the environment evolves. This breeds an increasing status quo bias as long as expectations of the 

future remain robust.  

 Thus, in normal times, institutions and vested interests favor incrementalism and act as 

constraints on political change. Like run-off from a mountain, individuals and groups normally 

follow the existing riverbed, while modifying it over time, rather than cutting a new channel. In 

times of stability, actors are generally willing to accept the institutions they find in the political 

and economic arenas. Stable expectations of the future allow actors to evaluate the long-term 

payoff for working within the existing coalitional and institutional framework. Actors are more 

likely to accept disadvantageous short-term outcomes if they expect the bargaining process to 
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continue for a long time, and if they expect its results to be reasonably even-handed in the long 

run. The cost of dismantling or reworking existing institutions or coalitions is high; the job will 

not be undertaken lightly if the institutions or coalitions are performing reasonably well and if a 

stable future is expected to allow problems to be managed without destroying existing structures. 

 

 II. Politics in Hard Times 

 Having posed a simple framework for understanding politics in normal times, it is now 

possible to define the nature and role of crises in political change and to identify why and how 

crises exert their disruptive effects. Crises are large increases in uncertainty and changes in 

relative prices that dramatically alter the expected future gains from current political activity 

relative to other alternatives. A crisis must affect a majority of the relevant individuals and 

groups in significant ways, and be concentrated in time so that actors are simultaneously thrown 

into flux. Both changes in uncertainty and relative price must be present to create the large 

political changes normally associated with “crises.” 

 The degree of uncertainty within any political economy affects the discounted present 

value of expected future gains, and in turn the propensity of individuals and groups within a 

society to engage in collective action and accept existing political institutions. Certainty can be 

defined as the degree of predictability of future exogenous events.6 The more certain is the 

environment, the better-known are the likely long-term results of commitments. Relative 

certainty leads actors to lengthen their time horizons as they search for ways to satisfy their 

                                                
 6 Note that uncertainty refers here to exogenous events. This should be distinguished from strategic settings in which 
in which individuals or groups are incompletely or imperfectly informed, and thus must choose actions based on some 
prior set of beliefs. As used here, uncertainty is determined by events which cannot be fully discounted for, usually 
because their probabilities cannot be accurately estimated. 
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interests. As time horizons lengthen, the willingness to abide by or live within old institutions 

increases. Thus, relative certainty reinforces existing patterns of group solidarity, coalitional 

cohesion, and political activity. 

 Conversely, a dramatic increase in the uncertainty associated with social interaction calls 

existing institutional arrangements and vested interests into question. To return to our previous 

examples, if great instability makes it questionable whether farmers will eventually support labor 

demands, or whether the party in power will cede to the party out of power when it loses an 

election, social agreement to work through existing institutions will be difficult. Individuals will 

retreat into anomie, free ride on the efforts of others, and destroy existing institutions--thereby 

opening the political arena and rendering politics more “plastic" (Gourevitch 1986). Increased 

uncertainty, in other words, leads to the collapse of previous coalitions and existing political 

institutions. During the Great Depression, for instance, actors faced an extraordinary degree of 

uncertainty. Not only did commodity prices decline (see below), but fluctuations around this 

trend increased substantially. The level of uncertainty was also a function of the government 

policies pursued to combat relative price changes. In the financial arena, the international gold 

standard fell apart, international debtors defaulted, a round of competitive devaluations began, 

and international financial flows dried up. In trade, tariff barriers proliferated and the world's 

export quantum plummeted. The crisis hit bottom in 1933-1934, with international finance and 

trade nearly frozen and international and domestic economic and political instability rampant.  

 While increased uncertainty weakens previously stable beliefs about the future that hold 

existing institutions and coalitions together—the social glue--its effect on the interests of specific 

individuals or groups is indeterminate. To understand how and in what ways people respond to 

crises, we must turn to the second element of crisis, a large change in relative prices. A change in 
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relative prices--a shock, surprise, or new information in much of the economic literature--alters 

the incentives facing individuals and expected future gains from existing institutions. Relative 

prices are always in a state of flux, as a consequence of economic growth and development, 

technological innovation, and changes in consumer tastes. Under normal circumstances, changes 

in relative prices are gradual, incremental, isolated within a few sectors, and--within 

limits--predictable. A crisis, on the other hand, is distinguished by a large change in relative 

prices that affect a large number of actors.  

 Although the shock could be endogenous or exogenous, political or economic, it is 

simpler to regard it as exogenous and economic for our rudimentary purposes.7 The shock we 

are considering thus acts to alter market prices suddenly. The sudden change of prices for certain 

goods alters the society's relative price structure. Other goods become cheaper or more expensive 

compared to the affected goods and, as discussed below, the dispersion of relative prices 

increases. During the Great Depression, for example, prices of primary commodities dropped 

fastest and furthest, prices of standardized (mostly labor-intensive) manufactures dropped 

somewhat less, and prices of more sophisticated (mostly capital-intensive) manufactures dropped 

least of all – as did prices of non-traded goods and services.8 

 Two sets of responses can be expected to follow from a change in relative prices. First, in 

the economic arena, actors will move out of now-less-attractive activities and into 

now-more-attractive activities. If the world price of wheat drops precipitously and is expected to 

remain low, for example, farmers will shift production from wheat to other crops, and some may 

even leave farming. Second, actors who are now facing less attractive economic circumstances 

                                                
7 On endogenous crises, see Kahler and Lake (in progress). 
 8 On relative price changes during the depression, see Kindleberger (1973, 143 and 188). 
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will move into the political arena. In our previous example, wheat farmers who were before 

making a good living will, with a major drop in wheat prices, exert increased pressure on the 

government to support grain prices, subsidize exports, ease taxation, or otherwise aid troubled 

farmers. This is especially true for actors whose assets are fixed in specific sectors of the 

economy or who are dependent on a particular policy regime. Faced with large changes in 

relative prices, mobile asset holders will mostly redeploy investments from one economic 

activity to another. The more immobile (fixed) the assets, the more difficulty their holders have 

in redeploying in response to a change in relative prices. Holders of relatively fixed assets cannot 

easily change their economic focus, but they can shift some of their resources into the political 

arena to search for support. Everything else equal, the more fixed the asset, the more likely its 

owner is to engage in the second form of resource reassignment, from the economic arena to 

politics. In summary, then, a shock causes a shift in relative prices and resources are 

subsequently reallocated in two directions: from less to more profitable economic activities, and 

from the economic to the political arena.9  

 A simplified depiction of the economic and political result of an exogenous shock thus 

runs on two tracks—politics and economics-- over two periods. In the first period, those with 

relatively mobile assets shift them into more attractive areas of economic activity, while troubled 

fixed asset-holders concentrate on political activity. As fixed asset-holders in difficulty redouble 

their political efforts, they are likely to receive some at least short term relief from now more 

                                                
 9 A favorable change in relative prices might also lead previously politically active actors to abandon political activity; 
thus some protectionist forces reduced their lobbying as the dollar depreciated after 1985. 
 It should be noted that the ability of individuals and groups to move into the political arena will also be influenced by 
their propensity for collective action. This propensity is determined by many factors other than the level of uncertainty, 
such as the size of the group and its effective use of selective incentives to maintain cohesion. These considerations are, 
however, outside the scope of the present exercise.  
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sympathetic governments. Policy in this period will thus reflect the actions of the fixed 

asset-holders who have successfully overcome their collective action difficulties. In the second 

period—more generally, over the long run—the economic activities relatively favored by the 

shock will grow in importance as resources shift into them. The long-term growth of these 

activities will lead to a new balance of political power more favorable to these sectors.10 

 The net effect of these two tracks--and especially which new coalitions actually emerge 

from a political crisis--is theoretically indeterminate at this time. Our approach explains the 

origins and effects of crises better than the results of crises. We can identify “winners” and 

“losers,” or sectors that enjoy increased returns due to positive relative price shocks and sectors 

that suffer from decreased returns (see below). But once uncertainty rises, and the coalitional 

possibilities open up, various coalitions may form. The prior equilibrium induced by institutions 

is shattered. A coalition of “losers” might arise in the short term that then uses policy to reverse 

the effects of relative price shocks; this will slow if not completely offset their political demise. 

Through policy, losers will then lose less and winners will win less than if the relative price 

effects are allowed to pass through directly into the economy. Farmers in the Great Depression, 

for instance, succeeded in getting agricultural price supports that arrested their political decline. 

Conversely, coalitions of “winners” might arise that allow the full effect of the relative price 

shocks to wash through the economy and, thus, ensure their political triumph over the longer 

term. All sorts of mixed coalitions are also possible, where relative losers ally with relative 

winners in a policy regime that is ideal for neither but acceptable to both--as in the coalition of 

Iron and Rye in late-nineteenth century Germany, which formed as cheap grain from North 

America began to flood European markets. Such mixed coalitions may be especially prominent 

                                                
10 For a formal presentation, see Mussa (1974); also Rogowksi (1989). 
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among fixed asset holders—both winners and losers—who enter the political arena immediately 

at the start of a crisis. In a world in which politics are plastic, institutions are weakened, and 

fixed assets and vested interests are depreciated, coalitions may be prone to cycling. In these 

circumstances, nearly any coalition can arise (McKelvey 1979). In such cases, as Gourevitch 

(1999) argues, groups may be thrown back on general rules of thumb or ideologies to guide their 

strategies, although we would caution that the range of possible legitimating ideas is often large 

and the choice of which norms to employ in structuring political choice will be conditioned by 

the changed structure of relative prices. 

 Our discussion highlights the dual effect of crises. Uncertainty shortens time horizons 

and leads actors to reevaluate existing patterns of cooperation. As a result, individuals and 

groups may abandon traditional coalitions and prevailing institutions. The net effect of increased 

uncertainty is to disorganize the political arena and create a period of political openness. At the 

same time, a change in relative prices alters the return to various sorts of social and economic 

activities. In response to relative price changes, individuals, firms, and groups will reallocate 

resources from one activity to another, and out of the economic arena into the political arena. 

The degree to which different actors mix economic redeployment with political action will 

depend on their economic situation, their propensity for collective action, and the external 

environment.  

 Both increased uncertainty and relative price shocks are necessary for a political crisis to 

emerge. Uncertainty without changes in relative prices is likely to breed stasis; although actors 

have a shorter shadow of the future and coalitions will be more fragile, in the absence of any 

significant changes in interests old institutions and vested interests are likely to produce 

coalitional and policy stability. Changes in relative prices without increased uncertainty will 
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produce shifts in policy, sometimes dramatic, but these political conflicts will likely play out 

within existing political coalitions and institutions. Such prices shocks, by themselves, will 

typically not be sufficient to cause a major political realignment, new coalitions, and new 

institutions in the face of interests vested in the old order who will use their political power to 

mitigate relative price changes to the extent possible. Both increased uncertainty and large 

changes in relative prices are necessary to send an otherwise stable political system into crisis. 

These same factors, in turn, and the socio-economic and political interests at play, allow for a 

systematic analysis of politics in times of crisis. 

 Finally, a focus on uncertainty and relative price changes also highlights why crises tend 

to diffuse internationally so readily, or why local crises become global crises. The interests of 

actors in many countries are shaped by the common structure of relative prices within the global 

economy. To the extent that national markets are linked through trade and investment, changes in 

relative prices in one economy will change relative prices in others as well. Likewise, an increase 

in uncertainty in one country will likely increase uncertainty in other countries who have 

economic ties or see themselves as similar or comparable to the first. This is direct in linked 

financial markets, as stock market volatility in one country will be reflected immediately in other 

stock markets listing similar assets. More generally, however, expectations of the future in one 

country are premised on present developments in others who serve as models for the first 

(Simmons and Elkins 2003). Thus, the same mechanisms that produce crisis in a single country 

will tend to diffuse to other related states, creating correlated crises that may, nonetheless, differ 

in how they are resolved and with what effect.  

 

 III. Uncertainty and Relative Prices in Crises 



 15 

 In the remainder of this paper, we demonstrate that greater uncertainty and relative price 

shocks are associated with commonly regarded political crises and may, in fact, be leading or at 

least contemporaneous indicators of political change. As we explain in greater detail below, we 

operationalize uncertainty by stock market volatility as estimated by a generalized autogressive 

conditional heteroskedasticity (GARCH) model. We measure relative price shocks by the 

dispersion of available producer price indices. We focus only on the United States from 1900 to 

2011 due to data availability. This precludes us, sadly, from examining any of the major 19th 

century crises. A similar analysis could be conducted on other countries, but we confine our 

investigation here to the United States for reasons of space. 

 Our empirical strategy is to begin with the Reinhart and Rogoff (2009) list of banking 

crises and examine patterns of volatility and relative price movements surrounding these periods. 

We find significant evidence of high volatility and relative price movements during these crises. 

Since this might be interpreted as selecting on the dependent variable, we then examine trends in 

stock market volatility and relative prices from 1900 to the present, looking for periods of both 

greater volatility and relative price dispersion whether or not they coincide with the crises 

identified by Reinhart and Rogoff. We find the measures identify the three major crises of the 

twentieth century—the Great Depression, the troubled economic times of the 1970s and 1980s, 

and the current Great Recession. That volatility and relative price dispersion during the Great 

Recession are second only to the levels reached during the Great Depression suggests that 

significant political change is likely already underway.  

 

Uncertainty 

Uncertainty is crucial to our theory of crisis. For our analysis, and building from rational 
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expectations models, we assume that stock market volatility measures, or at least is tightly 

correlated with, overall uncertainty in the economy. In conventional econometric models, the 

variance of the disturbance term is assumed to be constant. However, many economic time series 

exhibit periods of unusual volatility followed by periods of relative tranquility — “hard times” 

and “normal times.” A large literature finds evidence of conditional heteroskedasticity in asset 

returns, with previous findings strongly suggesting that variance in asset price returns is dynamic 

over time (Theodossiou 1994; Theodossiou and Koutmos 1994; Tufte and Lobo 1998). As a 

result, to capture uncertainty, we estimate stock market volatility through an asymmetric 

GARCH model without an autoregressive AR(1) term, as explained in the Appendix (Section 

A.1). Our methodology loosely follows that of Bernhard and Leblang (2006). 

 We first estimate the GARCH model using weekly closing price data from the S&P 500 

index from January1900 to September 2011. The weekly S&P index is the only comprehensive 

stock index that spans the entirety of the twentieth century.11 Since we are primarily concerned 

with percentage changes rather than price levels, we estimate all models using log differences of 

the index. 

Upon selecting this model, we next specify dummy variables for each period listed in 

Reinhart and Rogoff’s (2009) list of U.S. banking crises.12 We find strong evidence that 

volatility in each “crisis” period is significantly higher relative to “normal times.” As one can see 

in Table 1, the coefficient of each crisis dummy variable is positive and significant, as expected. 

Table 1 about here 
                                                
11 We performed similar analyzes for many different overall and sectoral stock market indices for shorter time 
periods. Although there is considerable sectoral variation, the results for the other overall indices are usually 
consistent with those for the S&P index. All results are available from the authors on request.  
12 Reinhart and Rogoff (2008) list March 1907, July – Dec. 1914, 1929-1933, and 1984-1991 as crises. In our tests, 
we coded each month of 1929-1933 starting in October 1929 and each month of 1984-1991 as a crisis year. We also 
coded crises for each month following December 2007, the starting date for the Great Recession as defined by the 
NBER. 
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Next, we identity possible crisis dates from our model results alone, without reference to 

previously identified crises. Here, we define a crisis as a period in which stock market volatility, 

as measured by the predicted values resulting from our GARCH model, is greater than one 

standard deviation above its mean. In other words, based on volatility measures alone, we define 

a crisis as a period of unusually high volatility relative to average volatility. To facilitate 

comparison with relative price data, below, we collapse the weekly predicted volatility measures 

used in the regressions above into monthly averages. We index volatility to the most recent 

volatility value available, thus setting September 2011’s predicted value equal to 100. Figure 1 

plots our results. This inductive method of identifying crises corresponds quite well with those 

suggested by Reinhart and Rogoff, highlighted by the shaded vertical stripes in Figure 1. 

Identified in this way, stock market volatility was unusually high around the 1907 financial crisis, 

the Great Depression – in both the initial stock market crash of 1929-1934 and the aftershock 

starting in 1937 and lasting until World War II (1940), the oil price shock (1974-1975), the 

Saving and Loan crisis (1987-1988), the tech crisis (2000-2002), and the Great Recession that 

began in 2007. 

Figure 1 About here 

 

Relative Prices 

 To measure changes in the relative price structure of the economy, we calculate the 

variance of monthly changes in producer price indices across a sample of major industries, a 

procedure that is suggested by Grier and Perry (1996). The measure and indexed industries are 

described in the Appendix (section A.2). Due to differences in the available producer price 

indices, we divide the period 1900 to 2011 into two sub-periods for analysis, 1900-1950 and 



 18 

1950-present. Only a handful of indices are available for the entire period, and thus do not allow 

us to capture adequately the variance across sectors of the economy. Data are available only for 

months, which becomes our unit of analysis from here on out.  

The measure of dispersion captures our earlier theoretical argument on relative prices. 

During ordinary times, monthly sectoral price movements are relatively stable across time 

periods, and political coalitions develop around these consistent and predictable price signals. In 

crisis periods, however, these patterns are disrupted. As the prices of some goods increase or 

decrease relatively quickly, the variance of sectoral price changes increases as well. During crisis 

periods, therefore, we expect the variance of monthly sectoral price changes to be significantly 

greater than in non-crisis periods.  

As for stock market volatility, we create dummy variables for banking crisis periods as 

determined by Reinhart and Rogoff and test whether these periods are associated with 

significantly higher changes in price dispersion than non-crisis periods. The results are presented 

in Table 2. We find that the Great Depression and the current Great Recession are indeed 

associated with statistically significant increases in price dispersion compared to normal periods, 

which lends credibility to our earlier claim that crises are associated with unusually rapid 

changes in relative prices. Though more minor crises identified by Reinhart and Rogoff (such as 

the Savings and Loan crisis) do not seem to be associated with unusual changes in price 

dispersion, this does not necessarily invalidate our measure. Indeed, the value of our analysis 

rests in its ability to pinpoint which periods of economic turmoil are likely to catalyze significant 

political change, and thereby differentiate crises that do not disrupt the political status-quo 

(broadly construed) from those that do. 

Table 2 about here 



 19 

  We also examine whether periods other than those identified by Reinhart and Rogoff 

might be considered potential crises based on our indicator of relative price dispersion. Using a 

cutoff of one standard deviation above the mean in dispersion, relative price dispersion was 

abnormally high during World War I (1914-20), the Great Depression (1931-32); the 1970s 

(precisely 1972-1975 and 1979-1980), the mid-1980s (1985-87), the tech crisis (1999-2000 and 

2003-05), and the Great Recession (2008-present). 

Figure 2a and b about here 

Identifying Crises 

As above, crises require both by increased uncertainty and relative price movements. Our 

two indicators of “crisis politics” enable us to reexamine the historical record and identify not 

only those economic crises that did not spiral into broader political ones but also periods 

overlooked by economic and financial historians that might nonetheless be considered political 

crises worthy of study by political scientists. To do so, we bring our relative price and volatility 

indicators together, and identify time periods in which both measures were at least one standard 

deviation above their mean (Figures 3a and b, and Table 3). 

Figures 3a and b about here 

Table 3 about here 

We find evidence of both unusually high relative price dispersion and stock market 

volatility in 1931-32, 1974-75, 1986-87, 2000, and 2008-09. Combining these periods with 

adjoining years that experience either high volatility or dispersion suggests three extended 

periods of major crisis: 1929-34, and again in 1937-1940, which largely bookend the Great 

Depression, 1972-1975 and again in 1985-1988, bridging the oil shocks and the Savings and 

Loan crisis which we will call the Crisis of the 1970s-1980s, and 1999-2005 and again in 
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2008-present, which treating the turn of the twenthy-first century as a precursor can be thought 

of as the contemporary Great Recession. Importantly, our indicators capture correctly the 

Reinhart and Rogoff crises but also predict that the 1970s, which they do not include in their list 

of U.S. banking crises, would also lead to significant political change in the United States. These 

periods of crisis largely overlap with the crisis periods examined by Gourevitch (1986) for the 

twentieth century, but suggest that the crisis of the 1970s continued into the 1980s, when he was 

completing his famous book, and include the current Great Recession, which of course occurred 

after the book was published (see Kahler and Lake forthcoming). 

We use our volatility and relative price dispersion index to identify major political crises 

ex-ante and without regard to the subsequently political changes. That is, by tracking stock 

market volatility and relative price dispersion on the eve of any subsequently known “crisis,” 

these indicators would have “predicted” that political change would soon ensue. Conversely, the 

indicators clarify certain “non-events” in American political history. Although the financial crisis 

of 1907 was undoubtedly important, it was not associated with substantial changes in relative 

prices and is not, according to our measures, a political crisis. It also appears to have had 

relatively small political effects. Although it occurred in the middle of the Progressive era in the 

United States, and preceded the important split in the Republican Party in the 1912 election, it 

seems not to have had the same political repercussions as the crises that followed. Similarly, 

relative prices changed dramatically during World War I but without a simultaneous increase in 

uncertainty as measured by stock market volatility. 

 

The Consequences of Crises 

 Yet, as discussed above, our approach has little to say about exactly which coalitions will 
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form in the aftermath of any crisis. Even with greater attention to winning and losing sectors in 

the economy, it appears difficult to predict with accuracy which combination of interests will 

form a durable political alliance. The Great Depression created the New Deal coalition of 

Northern, unionized workers paired with Southern conservatives that enacted agricultural 

subsidies, greater social welfare protections, and freer trade. The Crisis of the 1970s-1980s saw 

the end of the Fordist era of production and the demise of blue collar unions (Hall forthcoming), 

as well as the rise of big business and social conservatives within the new Republic party. These 

exact coalitions would appear hard to explain on the basis of our indicators. With the Tea Party 

and the Occupy Wall Street movements giving voice to America’s disillusioned and unemployed, 

it appears that we are now entering a period of political flux. Indeed, if our indicators are valid, it 

appears that we are likely beginning a period of political change rivaled only by the Great 

Depression. Stock market volatility and relative price dispersion have reached heights only seen 

during the years 1929-1934. Yet, the nature of coalitions that may emerge is as yet uncertain. 

We can, however, identify broad classes of winners and losers during crises that underlay, 

at least in part, these previous cleavages and coalitions, although there was also a mixture of 

winners and losers that was put together in each instance by savvy political entrepreneurs. Using 

the price indices that we used to construct our measure of price dispersion, and others available 

for shorter time periods, we index all sectoral price measures to the start of each crisis period, 

and trace their evolution in relation to each other. One expectation is that (holding 

asset-specificity and collective action issues constant) industries that particularly hard-hit by the 

shift in relative prices will be more aggressive in seeking political support than industries that are 

relatively stable (or perhaps even benefit). While our framework cannot make specific 

predictions about the coalitions that form, a more specific examination of relative price trends 
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does suggest how political hard-times might unfold. To illustrate, we attempt to map out winners 

and losers from the Great Depression, the Crisis of the 1970s and 1980s, and the Great 

Recession.  

The Great Depression was a period of general price deflation, so all sectoral prices in our 

dataset have negative trends between 1929 and 1933.13 Nevertheless, some industries witness 

greater relative decline than others. To compare industries, we index all sectoral price series to 

equal 100 in January 1929. We then plot individual series over the crisis period as we have 

identified it above, and calculate separate trendlines that minimize the sum of least squares for 

each. To assess relative winners and losers, we simply compare the slopes of these trendlines. 

The results are presented in Table 4, in descending order so that industries towards the top are 

judged relative winners.  

It is clear that farm products (which we take to represent agriculture more broadly) saw 

substantially greater price declines than any other industry during the Great Depression, followed 

by raw materials. Already on the decline since the end of World War I, agricultural producer 

prices declined by more than twice that in most other sectors. Even setting this extreme sector 

aside, it is certainly feasible that the relatively greater decline of, say, textiles (a tradable good) 

relative to building materials (which could stand for construction more broadly, a non-tradable 

industry) would have had substantial political consequences.  

Tables 4a and b About Here 

 It is instructive to examine the same industry trends in the period from the end of 1933 to 

the election of 1936 (the heyday of the New Deal) to see whether they continue; sharp changes in 

                                                
13 In the analysis that follows, we use Reinhart/Rogoff dates where our measures correspond, since their dates 
suggest larger timeframes for analysis. Where our measures do not correspond-here, during the Crisis of the 
1970s-1980s-we rely on the dating produced by our own volatility and relative price measures.  



 23 

winners and losers could (though not necessarily) point to policy responses triggered by political 

pressure for intervention. While agriculture lost the most ground during the initial crisis, it 

appears to be the New Deal’s biggest winner (at least in the context of our measures). Once the 

Roosevelt administration came into office and began a series of policy reforms for agriculture, 

the fortunes of agriculturalists began to rebound. On the other hand, textiles, which were a big 

loser during the immediate political crisis of the Depression, remained so in the subsequent years 

as well. The apparent efficacy of agriculture’s political mobilization relative to other major losers 

might be accounted for in terms of our earlier arguments. Agricultural assets are more 

site-specific than assets in the textile industry, giving actors in the former incentives to lobby for 

political support and actors in the latter good reason to seek profitable opportunities elsewhere. 

Indeed, it was during this period that the textile industry began its famous relocation from the 

Northeastern to the comparatively lower wage states in the Southern United States, devastating 

the previous industrial areas of New England. While our intuition is that the theoretical 

framework developed above might shed light on such empirical patterns, we do not pursue a 

detailed investigation here.  

 Turning to the Crisis of the 1970s, we scale all prices to equal 100 in January 1973. Just 

as the Great Depression took place in a context of overall deflation, this crisis took place in a 

context of overall inflation. Table 5a indicates which sectors saw relatively greater price 

increases than others during the crisis, with fuels and energy products and chemicals not 

surprisingly topping the list of relative winners, and crude materials, farm products, and 

electronic accessories being the biggest relative losers. Tracing the effects of the relative price 

shock through the second oil shock in 1979 and the election of Ronald Reagan as President of 

the United States in 1980 in Table 5b produces a very similar ranking of relative winners and 
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losers, with only iron and steel and chemicals falling from relative winners to losers as the 

decade progressed. This suggests less active industrial politics during this period, as the effects 

of the crisis were passed on more directly to the economy with less mitigation than in the Great 

Depression. Although this period also saw the beginnings of special protectionist measures in 

steel and automobiles against more efficient Japanese producers, this largely market-oriented 

response to the Crisis of the 1970s generally fits with our intuition about the period (Ikenberry 

1989).  

Tables 5a and b About Here  

Finally, we consider specific relative price movements during the ongoing Great 

Recession in Table 6.14 It is immediately clear that “Finance” is not a single sector, but several 

sectors that have experienced the crisis in quite different ways. Continued turmoil in the 

real-estate finance industry contrasts sharply with relative prosperity on Wall Street (as 

evidenced by the price trends in the investment banking and securities industry). This suggests 

that the grievances of Occupy Wall Street movement might be well placed. It is also interesting 

that most of the heavy industries in which blue collar and semi-skilled workers predominate have 

been relatively hard hit, clustering near the middle of our ranking of winners and losers. Our 

framework suggests that the political grievances now so much on display in American politics 

should be traced to the underlying price trends suggested above, rather than (as some critics 

imply) an ideologically motivated backlash against capitalism itself. It also suggests avenues for 

further research: for example, how has the relative decline of “low” finance (i.e. commercial 

banking”) with respect to “high” finance (investment banking and securities dealing) shaped the 

                                                
14 One puzzle is why residential construction prices show a consistent upward trend, despite the burst of the housing 
bubble. The most likely explanation is that the housing crash is geographically concentrated, and therefore does not 
show up in national-level data. But given the overall decline in national housing prices, this still somewhat 
surprising.  
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politics of financial regulation? Overall, the remarkably large movements in uncertainty and 

relative prices suggests that major political changes will likely follow, even if they are still 

nascent at this time. Yet, as above, exactly how the rapidly changing interests of the various 

sectors will coalesce into a new political coalition will probably remain unclear for some time to 

come.  

Table 6 About Here 

 

 Conclusion 

 Crises are clearly worth studying. They provide unique opportunities to observe domestic 

and international political behavior in times of momentous battles and crucial decisions. Yet, it is 

not sufficient to use crisis as an error term to explain what is otherwise puzzling. For the analysis 

of crises to help resolve ongoing debates in Political Science, analysts must generate testable 

hypotheses about how crises are expected to affect political behavior and outcomes. 

 Our purpose in this paper has been to set forth a systematic framework for analyzing 

politics in times of crisis. We began with a simple theory of optimizing individual and group 

behavior within the constraints of existing institutional and political patterns of cooperation. We 

then distinguished two features of crises with predictable effects on political behavior. 

Uncertainty leads actors to shorten their time horizons; they thus defect from coalitions and 

attack institutions. Changes in relative prices lead actors to reallocate resources both from one 

economic activity to another and from the marketplace to the political arena. Empirical evidence 

from the United States over the last century appears to support this theory of crisis, and to 

identify periods of likely political change independent of the political changes that subsequently 

ensue.  



 26 

 The study of political economies in crisis is important. It can only be fruitful for social 

scientists, however, if it is carried out in a methodical manner. This requires the construction of 

careful analyses of the system in “normal times,” a precise idea of how the crisis is expected to 

affect the system and the actors in it, and a precise test of causal hypotheses in specific cases. 

This essay is an attempt to encourage such systematic investigation. In the process, it 

yields—depending on one’s perspective--a foreboding or perhaps encouraging vision of the 

future.  
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Appendix 

A.1. GARCH Models 

ARCH models were developed as a means of modeling conditional heteroskedasticity in 

error terms (Engle 1982). These models are based on the assumption that errors are not 

independent and that variance is an autoregressive process resulting in conditionally 

heteroskedastic errors linked to the squares of earlier innovations. Essentially, ARCH models 

assume that conditional variance under the autoregressive process: 

!! ! = !! + !!!!!!! + !!!!!!! +⋯+ !!!!!!! + !! 

where !! is a white noise process. Hence, ARCH models are able to capture periods of 

tranquility and volatility in data series and seem well-suited to modeling uncertainty in stock 

returns. 

We are most interested in GARCH models (generalized autoregressive conditional 

heteroskedasticity). GARCH builds upon conventional ARCH models by allowing the 

conditional variance to be an ARMA process. In a simple ARCH process, 

!! = !! !! + !!!!!!! 

where !! is a white noise process. In a GARCH process, 

!! = !! ℎ 

where !!! = 1, 

ℎ! = !! + !!
!
!!! !!!!! + !!

!
!!! ℎ!!!, 

and the conditional variance of !! is the ARMA process given by the expression for ℎ! . In 

other words, a GARCH(p,q) model allows for both autoregressive and moving-average 

components in the heteroskedastic variance. GARCH(p,q) models are generally more 
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parsimonious than high-order ARCH models and entail fewer coefficient restrictions (Enders 

2010). 

Prior to specifying the models, we created a sequential date variable for the S&P index to 

take into account weekends and holidays. Estimating a model without taking into account 

non-business days would bias our results.15 

We perform several tests to determine whether conditional heteroskedasticity is a 

plausible assumption for the S&P index. We ran the Lagrange Multiplier Test, a test for the lag 

length of ARCH errors. This test obtains the squared errors of a regression and regresses them on 

q lagged values. The null hypothesis is that the coefficients of the lagged values will be 0 in the 

absence of ARCH components. We ran Lagrange Multiplier tests for 5 lags for each index. We 

next ran Portmanteau Tests on each index and calculated the Ljung-Box Q-Statistics. This tests 

for autocorrelation in the residuals of a model. We calculated the Ljung-Box Q-Statistic for up to 

10 lags for each index. Overall, the results provide strong indication that ARCH and GARCH 

effects are present for S&P returns. 

Next, we ran GARCH models for the S&P 500 index. We started with simple GARCH, 

and then ran models using an AR(1) term -- allowing for the possibility that the expected value 

of the index may be a function of the mean in the period t-1. Next, we added a simple 

asymmetric term to each GARCH model to control for leverage effects (i.e., the possibility that 

downturns may increase volatility more than upswings). Finally, we specified a model that both 

follows an AR(1) process and contains leverage effects. The ARCH, GARCH, and asymmetric 

terms were overwhelmingly significant in each model, as evidenced by the p-values of individual 

coefficients as well as Wald tests for joint significance. 
                                                
15 Global Financial Data. 2011. Equity Series [Data File] Retrieved from 
https://www.globalfinancialdata.com/platform/search.aspx?db=gfdatabase 
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In order to select the best fitting model, we examined Schwarz’s Bayesian Information 

Criterion (BIC) for the models. This criterion selects the parameters of an ARMA model so as to 

maximize the log likelihood function including a penalty for each parameter estimated. 

Generally, the more negative the value, the stronger the model. The BIC suggested that the data 

is best represented by an asymmetric GARCH model without an autoregressive AR(1) term. 

A.2. Relative Price Dispersion 

Given breaks in producer price time series (which reflect changes in the broader makeup 

of the economy) we examine a different set of sectors in the pre- and post-1950 periods. 

Pre-1950s producer price indices are taken from online databases at the National Bureau of 

Economic Research (NBER);16 post-1950s indices are taken from the Bureau of Labor Statistics’ 

online Producer Price Index (PPI) database.17 To make the data easier to interpret, we removed 

the cyclical component of price series using a Hodrick-Prescott Filter, allowing the dispersion 

measure to capture fundamental underlying trends. 

Relative price dispersion is measured as:  

RPDt =  
!
!
     (!!

!!! it-πt)2 

where πit is the monthly change in the ith sector’s Producer Price Index (PPI) and πt is the 

average monthly change for all price indices in the dataset. 

 The sectors factored into our measure of relative price dispersion in the 1900-1950 time 

period are: fuel and lighting, metals and metal products, farm products, building materials, 

chemicals and drugs, textiles, and hides and leather products. Sectors factored into our measure 

                                                
16 National Bureau of Economic Research. NBER Macrohistory: Prices[Data File].   
Retrieved from http://www.nber.org/databases/macrohistory/contents/chapter04.html 
17 Bureau of Labor Statistics. (2011). Producer Price Indexes [Data File]. Retrieved from http://www.bls.gov/ppi/. 
Federal Reserve Bank of St. Louis. 2011. FRED Economic Data [Data File]. Retrieved from 
http://research.stlouisfed.org/fred2/categories/31 
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of relative price dispersion from 1950-2011 are: chemicals, farm products, consumer goods, 

metals and metal products, industrial commodities, capital equipment, iron and steel, fuels and 

energy products, and crude materials.  
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Table 1. Stock Market Volatility and Reinhart and Rogoff Crises, 1900-2011 

  (1) (2) (3) 
 Baseline  Crisis ARCH 
VARIABLES Model Dummies Terms 
    
1907 Crisis  3.843***  
  (0.254)  
Great Depression  2.186***  
  (0.248)  
World War I  2.334***  
  (0.235)  
S & L Crisis  0.429***  
  (0.109)  
Great Recession  0.830***  
  (0.192)  
L.arch   0.0764*** 
   (0.00456) 
L.saarch   -0.00135*** 
   (9.21e-05) 
L.garch   0.890*** 
   (0.00552) 
Constant 0.00121*** -11.22***  
 (0.000243) (0.0840)  
    
Observations 5,817 5,817 5,817 
    
    

Standard errors in parentheses 
*** p<0.01, ** p<0.05, * p<0.1 
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Table 2. Relative Price Dispersion and Reinhart and Rogoff Crises, 1900-1950 (model 1) 

and 1950-2011 (model 2) 

 (1) (2) 
 Pre-1950 Post-1950  
VARIABLES dispersion dispersion 
   
1907 Crisis -0.182  
 (0.236)  
World War I 0.745***  
 (0.0967)  
Great Depression 0.0966***  
 (0.0345)  
S & L Crisis  -0.0150 
  (0.0148) 
Great Recession1907   0.0902*** 
  (0.0216) 
Constant 0.237*** 0.110*** 
 (0.0100) (0.00552) 
   
Observations 611 737 
R-squared 0.099 0.026 
F test 22.23 9.759 
Prob > F 0 6.57e-05 

Standard errors in parentheses 
*** p<0.01, ** p<0.05, * p<0.1 
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Table 3. Political Crises 

 Stock Market Volatility 

 

 

 

Relative Price 

Dispersion 

 Normal Greater than one s.d. 

above the mean 

Normal Normal Times 

All other years 

Potential Crises 

1907, 1929-30, 

1933-34, 1937-40, 

1987-88, 2001-02 

Greater than one s.d. 

above the mean 

Potential Crises 

1914-20, 1972-73, 

1979-80, 1985-86 

1999, 2003-05, 

2010-11 

Hard Times 

1931-32, 1974-75, 

1986-87, 2000, 

2008-09 
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Table 4: Relative Winners and Losers in the Great Depression 
 
a. Crisis: 1929-1933 (Industries listed in descending order, from relative winners to losers; 
Industries listed in bold are included in the calculation of the overall dispersion index) 
Industry Slope of Crisis Trendline  
Passenger Automobiles -0.30*** 
Fuel and Lighting -0.38*** 
Metals and Metal Products -0.43*** 
Building Materials -0.46*** 
Chemicals and Drugs -0.51*** 
Wool -0.56*** 
Hides and Leather Products -0.58*** 
Industrial Commodities -0.64*** 
Print/Cloth Mills -0.65*** 
Textiles -0.67*** 
Raw Materials -0.91*** 
Farm Products -1.13*** 
 
b. Early New Deal: 1934-1936 
Industry Slope of Post-Crisis Trendline  
Farm Products 1.12*** 
Raw Materials 0.74*** 
Wool 0.64** 
Hides and Leather Products 0.38*** 
Chemicals 0.19*** 
Fuel and Lighting 0.17*** 
Industrial Commodities 0.09** 
Metals 0.01 
Building Materials 0.02 
Textiles -0.07 
Passenger Automobiles -0.20 
Print and Cloth Mills -0.30* 
*=<.05; **=P<.01; ***=P<.001; all others are not significant at conventional levels 
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Table 5. Relative Winners and Losers in the Crisis of the 1970s 

a. Crisis: 1973-1975 (Industries listed in descending order, from relative winners to losers; 
Industries listed in bold included in the calculation of the overall dispersion index) 
Industry Slope of Crisis Trendline  
Fuels and Energy Products 3.69*** 
Chemicals 2.75*** 
Iron and Steel 2.00*** 
Metals and Metal Products 1.72*** 
Industrial Commodities 1.55*** 
Capital Equipment 1.33*** 
Consumer Goods 1.18*** 
Transportation Equipment 0.89*** 
Crude materials 0.77*** 
Farm Products 0.40** 
Electronic Accessories 0.23*** 
 

b. Post-Crisis: 1976-1980 
Industry Slope of Post-Crisis Trendline  
Fuels and Energy Products 2.34*** 
Crude materials 1.10*** 
Industrial Commodities 1.04*** 
Metals and Metal Products 1.01*** 
Consumer Goods 0.96*** 
Iron and Steel 0.92*** 
Capital Equipment 0.81*** 
Chemicals 0.79*** 
Transportation Equipment 0.76*** 
Electronic Accessories 0.87*** 
Farm Products 0.70*** 
***=P<.001  
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Table 6. The Great Recession, 2007-2010 
 
(Industries listed in descending order, from relative winners to losers; Industries listed in 
bold included in the calculation of the overall dispersion index) 
 
Industry Slope of Crisis Trendline  
Real-Estate Loan Products (Besides Home 
Equity) 

1.14*** 

Chemicals 0.44*** 
Residential Construction  0.41*** 
Hospitals/Healthcare  0.39*** 
Investment Banking and Securities Dealing 0.38*** 
Farm Products 0.34** 
Consumer Goods 0.28*** 
Transportation Equipment 0.22*** 
Metals and Metal Products 0.21** 
Industrial Commodities 0.19*** 
Capital Equipment 0.14*** 
Iron and Steel 0.25 
Fuels and Energy Products 0.14 
Crude Materials 0.06 
Commercial Banking Products -0.18*** 
Electronic Accessories -0.23*** 
Home Equity Loans -1.03** 
**=P<.0, 1***=P<.001 
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Figure 3a and b: Combined Stock Market Volatility and Relative Price Dispersion, 
1900-1950 and 1950-2011 
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