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Abstract Using data for a large panel of countries, this paper investigates the role
played by income inequality and fiscal stimuli episodes in shaping the likelihood of
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increases the probability of government crises. However, such adverse distributional
effect is reduced when expansionary or increasingly expansionary fiscal stimuli
episodes or successful fiscal stimuli programs are put in place.
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1 Introduction

Income inequality is a major source of political instability. Yet, in the aftermath of
the global financial crisis of 2008-2009, many governments implemented large fiscal
stimuli measures, which were subsequently reversed as concerns about the lack of
sustainability of public finances started accumulating.

Moreover, despite some recent advances on the assessment of the relationship
between fiscal policy and income inequality (Agnello and Sousa 2014; Furceri et al.
2015), our understanding about the effects of a widening of the income gap and the
use of discretionary fiscal policy actions on the occurrence of government crises is
still far from clear cut.

Additionally, it is well known that fiscally constrained governments tend to become
less popular when they implement fiscal consolidation programs, especially in coun-
tries with a strong income inequality. However, if fiscal adjustments are perceived as
necessary and contribute to narrowing the income gap, the impact of inequality on
political stability might be dampened. Thus, this paper aims at contributing to this
discussion from an empirical perspective.

Our results show that rising income inequality makes government crises more likely
to occur. Additionally, governments that implement fiscal stimuli are more likely to
avoid the political unrest associated with an uneven distribution of income when those
programs are successful in the sense of being followed by a large reduction in the
debt-to-GDP ratio. Yet, such measures need to be increasingly expansionary to reduce
the prospects of government crises in a significant manner.

Moreover, some features of incumbent legislature (i.e. whether there is a parlia-
mentary majority or a coalition in power), a few characteristics of the political system
(such as the durability of the regime or the degree of competitiveness) and the level
of democracy appear to be key for political stability.

In what follows, Sect. 2 describes the related literature and our main contribu-
tion to it. Section 3 presents the econometric methodology and the data used in the
analysis. Section 4 provides the empirical findings. Section 5 discusses the major
conclusions.

2 An overview of the related literature: where do we stand and what do
we add to it?

The research on the linkages between political instability and real economic activity
typically shows that poor growth has a detrimental effect on the probability of re-
election of incumbent government in democratic regimes or tends to increase the
likelihood of coups in dictatorships and military regimes, thus creating incentives for
policymakers to implement sub-optimal policies (Kramer 1971; Londregan and Poole
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1990). More political instability may also be associated with lower growth in the
context of weak human capital accumulation or productivity growth (Aisen and Veiga
2013).1

Another strand of the literature focuses on the joint dynamics of political instability
and inflation. For example, Paldam (1987) shows that, in Latin America, there is a sig-
nificant relationship between the likelihood of military regimes and the inflation rate,
but only a few regimes survive inflationary crises. The empirical evidence provided by
Aisen and Veiga (2008a, b) also suggests that more political instability is associated
with a high level or volatility of inflation, but this link is particularly strong when
financing conditions are limited and there is a lack of central bank independence.

A third line of investigation looks into the impact of the institutional framework on
political instability. In this context, more fragmented parliamentary systems are seen
as a cause for less government stability (Taylor and Herman 1971).

Given the current start of the art, it is worth highlighting that only a few works
investigate the link between political instability and income inequality. Alesina and
Perotti (1996) use data for 70 countries over the period 1960-1985 and show that
income inequality increases the probability of government crises, because it gener-
ates social discontent. From an historical perspective, the authors note that several
South East Asian countries—notably, the “four dragons” (i.e. Hong Kong, Singapore,
South Korea and Taiwan)—have been politically stable since the Second World War
as a result of land reforms that reduced the income gap and the wealth inequality. In
contrast, Latin American countries suffered from more political instability as a conse-
quence of a very unequal income distribution. Similarly, for a sample of 131 countries
over the period 1960-1995, Posner (1997) finds that average incomes in a society
and, to a lesser extent, income equality are effective instruments to promote political
stability. And, using data for a panel of 18 Latin American countries over the period
1971-2000, Blanco and Grier (2009) uncovers an inverted U-shaped effect of income
inequality on political instability.

Moreover, despite the renewed attention on the impact of large fiscal adjustments
on growth (Lambertini and Tavares 2007), a detailed assessment of the effects of fiscal
stimuli on political stability has not been conducted so far. Indeed, the related pieces of
research have investigated how fiscal retrenchments affect the lack of political stability
instead and concluded about the relevance of: (i) fiscal austerity measures (Paldam
1987); (ii) IMF stabilization programs (Haggard et al. 1995); (iii) political cycles
(Rogoff and Sibert 1988; Alesina et al. 1998); and (iv) the cabinet ideology (i.e. left-
versus right-wing) (Tavares 2004).

From a slightly different perspective, Agnello and Sousa (2013) emphasize that
fiscal prudence is crucial for economic prosperity. Agnello et al. (2013) stress that a
sound macro-fiscal environment is key for the success of fiscal consolidations, and
Cafiso and Cellini (2014) show that tax-based fiscal consolidation programs are more
detrimental for the dynamics of the public debt-to-GDP ratio than spending-based
fiscal consolidations.

' For instance, Martins and Veiga (2014) find that the size of the government (as a percentage of GDP) has
anonlinear impact on human development, with the effect being particularly large in developed economies
and high-income countries.
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We contribute to the existing literature as follows. First, we specifically test for
the existence of a “direct” link between fiscal stimuli, income inequality and political
instability (as proxied by government crisis episodes). The idea is to assess whether
income equality and discretionary expansionary fiscal policies can be regarded as
effective instruments to promote political stability.

Second, given the strong relationship between income inequality and fiscal adjust-
ment programs (Agnello and Sousa 2014; Furceri et al. 2015), we investigate whether
the use of expansionary fiscal policy discretion can be thought of as a transmission
mechanism via which income inequality affects political stability (i.e. the “indirect”
link). To the extent that expansionary fiscal programs are perceived to have positive
wealth and redistributive effects (by reducing post-tax income inequality), they can
also promote government stability.

Finally, we focus on the importance of the composition of fiscal stimuli programs
(Alesina and Ardagna 2010) and look at its impact on political stability.

3 Methodology and data
3.1 Econometric model

We start by analysing the relationship between income inequality, fiscal stimuli
episodes and government stability by estimating the following panel data model:

GovCrisis; ; = o + AGini; ; + ¢ F;. + BYi s + i, (1)

where GovCrisis; ; denotes, for each country i at time ¢ included in the sample, our
proxy of government instability, Gini; ; denotes the income inequality index, F; ; is a
binary variable that takes the value of one when a specific fiscal stimuli episode occurs,
and zero otherwise, and Y;; is a variable that tracks the dynamics of real economic
activity, namely the real GDP growth rate.

Next, we check whether the effects of income inequality on government stability
change during periods of fiscal stimuli episodes, i.e. we look at the interaction between
income inequality and fiscal stimuli by running the following regression:

GovCrisis; ; = « + AGini; ; + ¢ F; ; + 60Gini; ; - F; ; + BYi: + €is- 2)

Given that the empirical evidence suggests that fiscal consolidations tend to widen
the income gap (Agnello and Sousa 2014; Furceri et al. 2015), we expect that the
impact of inequality on government stability, conditional on the implementation of
fiscal stimuli, is dampened.

Finally, we extend the baseline model to include a set of control variables for the
political and the institutional frameworks, X; ;. We follow the same procedure as
before: we start by estimating the direct effect of each variable; then, we allow for
the interaction between inequality and fiscal stimuli. Thus, we regress the following
models:
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GovCrisis; ; = a + AGini;; + ¢ Fir + BYir + v X;; + €, 3)
GovCrisis; ; = o + AGini;; + ¢ Fi; + 0Gini;, - Fiy + BYi  +vX;, +&ir. (4

Given the specific nature of our dependent variable (see Sect. 3.2), all regressions are
fitted using a Tobit model and a maximum likelihood estimator (Miranda and Rabe-
Hesketh 2006; Finlay and Magnusson 2009). In particular, because the government
instability variable is bounded by zero from below and the number of cases in which it
takes the value of “zero” is especially large compared to the number of cases in which
it takes a positive value, the use of an OLS estimator or limited dependent variable
models (such as the probit or the logit) would render biased estimates.” In fact, there
would be a downward bias in the estimate of the slope coefficients and an upward bias
in the estimate of the intercept associated with these frameworks.? The tobit regression
overcomes the difficulties associated with such econometric methodologies. Finally,
to account for potential reverse causality between variables GovCrisis; ; and Y; ;. the
latter is instrumented using its own first two lags.

3.2 Data

Our dataset consists of a large panel of 157 countries between 1960 and 2010 for
which we are able to identify fiscal stimuli episodes.* In what follows, we discuss the
variables included in the econometric analysis, which are similar to those in Agnello
et al. (2016).

The dependent variable, GovCrisis; ;, is Government Crisis, which counts the num-
ber of “...any rapidly developing situation that threatens to bring the downfall of
the present regime-excluding situations of revolt aimed at such overthrow” (Banks
and Wilson 2013). This variable is provided by the Cross-National Time-Series Data
Archive (CNTS), where it is labelled as “S17F4 Government Crises” .

2 For these reasons, the Tobit model is more appropriate that other econometric methods, including the
pooled IV framework which was used by Agnello et al. (2016) to address a similar question.

3 Rigobon and Stoker (2009) show that the true effects tend to be systematically lower than the estimated
effects when one uses OLS or IV estimators with bound censoring.

4 In order to save space, the full list of countries included in the analysis is not reported in the paper.
However, it is available from the authors upon request. The presence of missing values for several variables
and the limited time span of fiscal variables, especially in the case of developing countries, reduce the
number of countries included in each model specification. Please refer to Table 11 in Appendix for the
descriptive statistics of the variables used in this study.

5 The CNTS dataset contains a wide range of domestic conflict event rata (such as anti-government
demonstrations, assassinations, general strikes, guerrilla warfare, major government crises, purges, riots
and revolutions), legislative process data (namely the competitiveness of nominating process, the effec-
tiveness and the size of legislature, the number of seats of the largest party in legislature, and the party
coalitions and legitimacy), political data (such as the changes in effective executive, the degree of parlia-
mentary responsibility, the legislative effectiveness and selection, the number of coups d’Etat, the number
of legislative elections, the number of major constitutional changes, the number of major cabinet changes,
the party fractionalization index, the size of cabinet and the type of regime). Due to data availability and
country coverage, we use Government Crisis as our measure of political instability.
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Net (i.e. post-tax and post-transfer) income Gini inequality index data are sourced
from the Standardized World Income Inequality Database (SWIID). This measure
accounts for the concept, definition of income and recipient unit, tracks different points
in the income distribution and measures the level and the trend of income inequality in
a harmonized manner (see Nolan et al. 2011 for further details). Moreover, it covers a
large number of countries (namely 153) and a long period of time (annual data exist in
an unbalanced form since 1960), thus easing comparability across countries and over
time (Solt 2009). The SWIID employs a transparent procedure, whereby it combines
information about the Gini index from the World Income Inequality Database (WIID)
and from the Luxembourg Income Study (LIS). Then, the data are standardized via
a missing-data statistical algorithm. We focus on the net of taxes income definition
instead of the gross income definition in order to capture the differences in cross-
national redistributive policies (see Ostry et al. 2014), which may lead to significant
gaps between inequality in gross and net income.

The cyclically adjusted budget balance (CAPB) is obtained from the IMF’s WEO
and is computed using the statistical approach proposed by Blanchard (1990). Public
debt data come from the Historical Public Debt Database gathered by the Fiscal Affairs
Department of the IMF (Ali Abbas et al. 2011). Fiscal stimuli episodes are defined as
follows:

e Fiscal stimulus A period of fiscal stimulus corresponds to a year in which the
CAPB deteriorates by at least 1.5 % of GDP. This definition follows the work of
Alesina and Ardagna (2010). The authors argue that the choice of such threshold
allows one to rule out small, but prolonged over time, fiscal stimuli episodes and,
thus, to focus on large, sharp and brief adjustments in the fiscal stance.

e Expansionary fiscal stimulus It denotes a period of fiscal stimulus followed by a
positive GDP growth for two consecutive years. Thus, like Alesina and Ardagna
(2010), we allow for a reasonable time lag in the generation of real effects by fiscal
stimuli programs.

e Increasingly expansionary fiscal stimulus It refers to a period of fiscal stimulus fol-
lowed by an increasing GDP for two consecutive years. Compared to the previous
one, this definition allows to account for a sustained growth path.

o Successful (Unsuccessful) fiscal stimulus It corresponds to a period of fiscal stimu-
lus followed by the cumulative reduction in the debt-to-GDP ratio greater (smaller)
than 4.5 % points over two consecutive years after the beginning of a fiscal stim-
ulus, which is in line with the definition presented in the work of Alesina and
Ardagna (2010).

At this point, a caveat should be made. We are aware that while Alesina and Ardagna
(2010)’s approach is easy to apply, it is known that it might detect episodes that are
not really a fiscal stimulus.® This is why authors such as Romer and Romer (2010)
and Devries et al. (2011) embark in the narrative approach.” While the use of a nar-
rative approach would be ideal, existing datasets only include the identification of

6 We thank an anonymous referee for raising this point.

7 Romer and Romer (2010) use a “narrative record” of budget laws, Congressional reports, executive
branch documents and presidential speeches to identify the size, timing and motivation for major tax policy
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fiscal consolidations, not fiscal expansions, and for a limited number of advanced
economies.? In addition, the literature addressing the identification of fiscal episodes
is vast and has, for a long time, relied on changes in the CAPB. While some drawbacks
surrounding this approach have been recently highlighted, it is the best one to cover
a heterogeneous sample of 157 countries.’ In the face of some serious concerns, an
alternative “narrative approach” was developed, which relies on the identification of
fiscal episodes based on concrete policy decisions. Proponents of this approach argue
that the estimated size of the fiscal measures during the identified episodes have the
advantage of not being affected by the cycle (since their construction is bottom up),
can minimize identification problems and are unlikely to embody risks of reverse cau-
sation (Guajardo et al. 2014). However, the narrative approach could also have some
limitations.'?

The variable used to control for the economic environment, real GDP growth rate,
was collected from the World Economic Outlook (WEO) of the International Monetary
Fund (IMF).

The set of institutional variables (X) is obtained from the World Bank’s Database
of Political Institutions (DPI), the Polity IV Database (Polity IV) and the CNTS and
includes:

e Military (DPI): this dummy variable takes the value of one if the Chief Executive
is a military officer, and zero otherwise.

e Stabs (DPI): it provides information about the veto points in the decision-making
process and the constraints that face governments in the course of policy implemen-
tation by counting the percentage of veto players who drop from the government
in a specific year.

o System (DPI): it takes the value of zero in the case of a presidential system, the
value of one in the case of an Assembly elected presidential system, and the value
of two in the case of a parliamentary system.

e Govfrac (Polity IV): it measures the probability that two deputies picked at random
from among the government parties will be of different parties, thus capturing the
degree of government fragmentation.

e Polity2 (Polity IV): it describes how democratic a country is by subtracting the
country’s score in an “Autocracy” index from its score in a “Democracy” index.

Footnote 7 Continued

actions. Devries et al. (2011) identify episodes of large fiscal adjustments by looking at IMF and OECD
historical reports and checking what countries intended to do when the reports were published. This policy
action-based approach makes use of descriptive historical facts that usually depict what happened to the
public deficit in a particular period but do not go into the details of policymakers’ intentions and discussions
or congressional records.

8 More specifically, it covers 17 OECD countries over the period 1978-2009.

9 The statistical approach may generate an upward bias towards evidence corroborating non-Keynesian
effects (Afonso and Jalles 2014). Non-policy factors (including price fluctuations) can affect the computation
of CAPB. Additionally, fiscal measures include the discretionary reaction to the dynamics of real economic
activity.

10 1y particular, it largely relies on judgment calls, and it may not entirely eliminate endogeneity problems
(that is, fiscal policy reacting to output performance and not the other way around).
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This generates a polity scale ranging from —10 (strongly autocratic) to +10
(strongly democratic).

e Durable (DPI): it counts the number of years that a cabinet has been in power, up
to the current year. A fall of the cabinet in its first year in power is counted as one,
and each time the government terminates the variable is reset to one in the year
after the termination.

e Polcomp (Polity IV): it tracks the degree of political competition that the incumbent
is expected to face in the next election in account of the policy decisions made
over the administration cycle.

e Yrsoffc (DPI): it is simply the number of years that the chief executive has been in
office.

e Maj (DPI): this dummy variable takes the value of one if the cabinet has majority
support in parliament, and zero otherwise.

e Party_coal (DPI): this dummy variable is equal to one if a coalition cabinet (includ-
ing ministers from two or more parties) is in power, and zero otherwise.

4 Empirical results
4.1 Political instability, inequality and fiscal stimuli

We begin by analysing the effect of income inequality and fiscal stimuli on the likeli-
hood of government crisis episodes. Thus, first, we estimate the baseline model; then,
we move to the analysis of the interaction effects. In both cases, we take into account
the heterogeneity of the countries considered in the sample, by distinguishing between
developed and developing/emerging countries.

Table 1 reports the estimated coefficients for our baseline model. In censored frame-
works (such as the tobit model) and, in particular, for explanatory variables that are
binary (such as our fiscal stimuli dummy variables), the partial derivatives of the regres-
sion function do not have a simple interpretation.!! However, for continuous variables
(such as most of the controls included in our specifications), a straightforward way
to obtain the marginal effects in the tobit model is simply to multiply each estimated
coefficient by the fitted probability of the model. Therefore, our inference can rely on
the direct analysis of the estimated coefficients, as their signs are the same as those of
the resulting marginal effects evaluated at the means of the control variables.

Starting with the influence of the economic environment, our empirical findings
show that economic growth contributes to stable legislature, corroborating the findings
of Aisen and Veiga (2008a, b). The large magnitude of the estimated coefficient of real
GDP growth shows that real economic activity is a major driver of political stability.

Regarding the effects of inequality, our results reveal that when the income gap
increases, the number of government crisis rises. This, in turn, highlights that countries
with unequal income distributions are more likely to face political instability.

Next, we consider the different typologies of fiscal stimuli episodes as detailed in
Sect. 3.2 above, namely (i) fiscal stimuli, (ii) increasingly expansionary fiscal stimuli,

11 See Greene (2012, pp. 848-850).
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Table 1 Political instability, inequality and fiscal stimuli

1 (@) 3 “) (%)

GDP growth rate —0.1471%* —0.1436** —0.1423%* —0.1453** —0.1466**
(0.074) (0.068) (0.071) (0.069) (0.072)
Inequality 0.0231%* 0.0228%: 0.02277%* 0.0221%* 0.0226%*
(0.010) (0.010) (0.010) (0.010) (0.010)
Fiscal stimuli —0.1263
(0.263)
Increasingly —0.2062
e)fpans:ionary fiscal (0.375)
stimuli
Expansionary fiscal —0.0345
stimuli (0.249)
Successful fiscal stimuli 0.1416
(0.354)
Unsuccesful fiscal —0.2259
stimuli (0.283)
Constant —2.8792%*% 2 8884H**k D BOAQHHE D 8OOG4HFE D B535%Hk
(0.473) (0.462) (0.468) (0.464) (0.481)
Observations 1260 1260 1260 1249 1252
x2 0.472 0.465 0.449 0.526 0.436
Prob > x2 0.492 0.495 0.503 0.468 0.509

IV estimation of Tobit model. Wald test of exogeneity is reported at the bottom of the table. Robust standard
errors in brackets
*p < 0.1, % p < 0.05, ***p < 0.01

(iii) expansionary fiscal stimuli, (iv) successful fiscal stimuli and (v) unsuccessful fiscal
stimuli. Our findings suggest that the implementation of fiscal stimuli does not lead to
a significant reduction in the likelihood of government crises. This can occur since the
effect of fiscal stimuli may not be independent from a given country’s level of income
or a given country’s level of income distribution. We will explore this issue next. First,
we check whether there are significant differences between developed (OECD) and
developing and emerging (non-OECD) countries (Table 2); then, we account for the
interactions between income inequality and the fiscal stimuli variables (Table 3); a sep-
arate analysis of the models allowing for the interaction terms will also be performed
for the two separate sub-samples of OECD and non-OECD countries (Table 4).

Results reported in Table 2 for the OECD and non-OECD countries are in line
with the findings obtained for the whole sample, but slightly weaker as the number
of observations is smaller in each sub-sample. In what concerns the fiscal variables,
no statistically significant effects are found in either of the cases. This means that
heterogeneity is not driving the impact of fiscal stimuli on the occurrence of gov-
ernment crises. However, while the economic environment is more important for the
non-OECD sub-sample, income inequality plays a major role on political instability
in the group of richer countries.
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Table 3 Interactions between inequality and fiscal stimuli

()] (@) 3 “ (%)
GDP growth rate —0.1466%*  —0.1360**  —0.1420%*  —0.1424**  —0.1456**
(0.074) (0.068) (0.071) (0.070) (0.072)
Inequality 0.0196* 0.0274%** 0.0214* 0.0182* 0.0248%+*
(0.011) (0.010) (0.011) (0.010) (0.011)
Inequality x fiscal stimuli 0.0149
(0.020)
Fiscal stimuli —0.7305
(0.867)
Inequality x increasingly —0.0617**
expansionary fiscal stimuli (0.030)
Increasingly expansionary 2.2682*
fiscal stimuli (1.273)
Inequality x expansionary 0.0059
fiscal stimuli (0.021)
Expansionary fiscal stimuli —0.2754
(0.873)
Inequality x successful fiscal 0.1141%%*
stimuli (0.048)
Successful fiscal stimuli —5.1583%*
(2.303)
Inequality x unsuccessful —0.0129
fiscal stimuli 0.022)
Unsuccesful fiscal stimuli 0.2808
(0.882)
Constant —2.7443%**  —3.0730%** = —2.8452%** D J44%** D Q4D3k**
(0.520) (0.482) (0.515) (0.471) (0.517)
Observations 1260 1260 1260 1249 1252
x2 0.467 0.344 0.442 0.445 0.416
Prob > x2 0.494 0.558 0.506 0.505 0.519

IV estimation of Tobit model. Wald test of exogeneity is reported at the bottom of the table. Robust standard
errors in brackets
*p < 0.1, % p < 0.05, #** p < 0.01

In the next set of regressions, we condition the effect of inequality and fiscal stim-
uli episodes on political instability by interacting the (net income) Gini inequality
index with the various fiscal stimuli variables and assess whether their impact on a
government crisis is influenced by the way they interrelate.

Results are summarized in Table 3 and show that despite the interaction effects,
income inequality remains having a statistically significant impact on political insta-
bility. Even though this effect is not significantly altered during the implementation
of fiscal stimuli programs (see column 1), when they are increasingly expansionary,
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the detrimental impact that income inequality has on political instability is abated
(see column 2). However, the implementation of that kind of program seems to cause
an increase in the overall degree of political instability. Political interests could be
driving this result. On the contrary, if fiscal stimuli programs are successful, they
seem to promote a greater degree of consensus among the political agents and polit-
ical instability is reduced. Nevertheless, some economic agents seem to benefit more
from that “success”, as the effect of inequality is increased when successful fiscal stim-
uli programs are implemented (see column 4). Regarding the other kinds of programs,
no statistically significant effects are found.

Summing up, conditional on the degree of inequality in income distribution, suc-
cessful fiscal stimuli programs can contribute to a more politically stable environment.
Yet, such programs need to be increasingly expansionary (in the sense that they gen-
erate positive sustainable growth) to be able to significantly reduce the likelihood of
government crises.

When accounting for the sample’s cross-section heterogeneity (OECD versus non-
OECD countries) in our analysis, we confirm that successful fiscal stimuli programs
are also “successful” in reducing government crises. Results reported in Table 4 also
show that in the group of OECD countries, this effect is reinforced if the program is
expansionary.

4.2 Political instability and the role of political and institutional controls

Table 5 reports results accounting for the role of the additional political and institu-
tional controls. With the inclusion of this set of variables, the impact of the economic
environment is less significant, but income inequality keeps driving the increase in the
number of government crises.

Regarding the institutional variables, we observe that the percentage of veto play-
ers who drop from the government (stabs), the number of years that a cabinet has
been in power (durable), the level of political competition (polcomp) and whether
the government consists of a coalition or not (party_coal), exert a statistically sig-
nificant impact on government crises. These variables have a statistically significant
negative effect on the number of government crises, in line with conventional wis-
dom. In particular, the regime durability (durable) reduces the number of government
crises, and the level of political competition (polcomp) seems to pave the ground
for more political stability. On the contrary, parliamentary systems (system) and
more democratic countries (polity2) seem to ignite government crises. This suggests
that the more democratic a regime is, the more political instability the country will
face.

The existence of a majority of seats in the parliament (maj) has only a marginally
weak negative effect on political instability. However, military regimes (military), the
level of government fractionalization (govfrac) and the number of years in office of the
chief executive (yrsoffc) have not proved to have a significant impact on the number
of government crises.

Despite the inclusion of political and institutional controls, episodes of fiscal stim-
uli are not influencing the political environment: overall, fiscal stimuli episodes do
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Table 5 Results with political and institutional controls

1 (@) 3) 4) 5)
GDP growth rate —0.1445%* —0.1311%* —0.1406* —0.1358%* —0.1361*
(0.081) (0.075) (0.078) (0.076) (0.078)
Military 0.0511 0.0792 0.0693 0.0525 0.0393
(0.418) (0.418) (0.419) (0.424) (0.414)
Stabs —0.7567%%* —0.7329%%* —0.7517*%* —0.7311%* —0.7563%%*
(0.358) (0.361) (0.358) (0.366) (0.363)
System 0.3515%* 0.33837%* 0.3446%* 0.3406%** 0.3559%*
(0.157) (0.154) (0.155) (0.154) (0.156)
Govfrac 0.3183 0.3078 0.3083 0.3369 0.2709
(0.378) (0.377) (0.377) (0.384) (0.378)
Polity2 0.2759%%* 0.2655%%** 0.2762%#* 0.2510%** 0.2732%%#*
(0.073) (0.072) (0.073) (0.074) (0.074)
Durable —0.0094 % —0.0088*#* —0.0094%%** —0.0089%##%* —0.0093%*%*
(0.003) (0.003) (0.003) (0.003) (0.003)
Polcomp —0.39497%#% —0.3768%** —0.3929%%* —0.3491%** —0.3882%#*
(0.135) (0.134) (0.135) (0.138) (0.137)
Yrsoffc —0.0388 —0.0403 —0.0386 —0.0386 —0.0366
(0.026) (0.027) (0.026) (0.027) (0.026)
Maj —1.0543* —1.0074 —1.0436* —1.0295 —0.9966
(0.627) (0.622) (0.627) (0.636) (0.633)
Party_coal —0.4447%* —0.4475%%* —0.4420%%* —0.435] ek —0.4474%%%
(0.159) (0.159) (0.159) (0.163) (0.160)
Inequality 0.0377%* 0.0363%** 0.0372%%* 0.0366** 0.0365%*
(0.015) (0.015) (0.015) (0.015) (0.015)
Fiscal stimuli —0.4124
(0.265)
Increasingly expansionary —0.4351
fiscal stimuli (0.385)
Expansionary fiscal stimuli —0.3842
(0.255)
Successful fiscal stimuli —0.0027
(0.352)
Unsuccesful fiscal stimuli —0.4907*
(0.278)
Constant 0.0884 —0.0454 0.0638 —0.2626 0.0311
(1.226) (1.218) (1.227) (1.232) (1.226)
Observations 1068 1068 1068 1058 1061
x2 0.0011 0.0036 0.000861 0.00366 0.00307
Prob > x2 0.974 0.952 0.977 0.952 0.956

IV estimation of Tobit model . Wald test of exogeneity is reported at the bottom of the table. Robust standard

errors in brackets

*p < 0.1, % p < 0.05, ** p < 0.01
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not significantly reduce the occurrence of government crises. This evidence is not
only observed for the whole sample, but also in the separate sub-sample analysis for
OECD and non-OECD countries (see Table 6). However, income inequality is still
driving political instability mainly in the group of OECD countries. In what con-
cerns the effects of the institutional variables, some differences are observed. While
political instability increases with the degree of democracy in both groups, parlia-
mentary systems are only relevant in the case of OECD countries. The percentage of
veto players who drop from the government and regime durability are beneficial for
political stability also only in this group. On the contrary, political competition and
party coalitions have proven to be significant for the number of government crises
only in the non-OECD sub-sample. Moreover, majority governments and the number
of years in office of the chief executive are negatively correlated with government
crises in this sub-sample, while military regimes have the same effect as in OECD
countries.

As before, in the next set of regressions, we control for the interactions between the
(net income) Gini inequality index and the various fiscal stimuli variables. Results for
the entire sample are reported in Table 7. In general, the empirical evidence remains
unchanged for the economic, political and institutional variables, so we will focus
the analysis on the inequality effects, fiscal variables and the respective interaction
terms.

Regardless of the inclusion of the institutional controls, the positive effect of income
inequality on the number of government crises remains highly statistically significant.
This impact does not substantially change during the implementation of a particular
fiscal stimuli program, but, as inferred before, if the program is increasingly expan-
sionary, the negative effect of the Gini index on political instability is significantly
abated (Column 2). The drawback of this effect is that the implementation of these
programs ends up causing an increase in the overall level of political instability, unless
the program turns out to be successful (Column 4). However, as found in the analysis
without the institutional controls, some people benefit more from that “success” than
others, as the effect of inequality is increased when successful fiscal stimuli programs
are implemented. Once again, no significant effects are found for the other types of
programs.

Table 8 shows the results for the separate sub-samples: OECD vs non-OECD. The
main aspect to be emphasized here is that when we account for the sample’s cross-
section heterogeneity, we reach the same conclusion as before: successful fiscal stimuli
programs are also “successful” in reducing the number of government crises.

4.3 Regional effects

To shed some light on the potential linkages between geographical location and gov-
ernment crises, we split the sample in regional sub-samples: Europe, North America,
Asia-Pacific (APAC), Latin America and Africa.

The empirical results are reported in Tables 9 and 10. Overall, they show that income
inequality exerts a very significant and positive impact on the number of episodes of
government crises in both the European and North American set of countries, while
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Table 7 Results with political and institutional controls and interactions between inequality and fiscal

stimuli
()] (@) 3 “ (5)
GDP growth rate —0.1440* —0.1147 —0.1405* —0.1297* —0.1345%*
(0.081) (0.076) (0.078) (0.077) (0.078)
Military 0.0375 0.1739 0.0672 0.0375 0.0483
(0.421) (0.412) (0.421) (0.424) (0.414)
Stabs —0.7618%*  —0.6873* —0.7525%*  —0.6952* —0.7428**
(0.358) (0.359) (0.359) (0.363) (0.365)
System 0.3510%* 0.3269%* 0.3446%** 0.3401%%* 0.3563**
(0.157) (0.152) (0.155) (0.155) (0.156)
Govfrac 0.3002 0.3359 0.3063 0.3025 0.2784
(0.376) (0.377) (0.375) (0.384) (0.377)
Polity2 0.2735%%%* 0.2703%%* 0.2759%#% 0.25271 %% 0.2749%%%
(0.073) (0.073) (0.073) (0.074) (0.074)
Durable —0.0094%**  —0.0089***  —0.0094***  —0.0091***  —0.0093***
(0.003) (0.003) (0.003) (0.003) (0.003)
Polcomp —0.3927%**  —0.3774%**  —0.3925%**  —0.3541%** —0.3899%**
(0.135) (0.134) (0.135) (0.137) (0.138)
Yrsoffc —0.0398 —0.0367 —0.0387 —0.0396 —0.0358
(0.026) (0.026) (0.026) (0.027) (0.026)
Maj —1.0399% —1.0602* —1.0423* —1.0361 —1.0076
(0.626) (0.614) (0.625) (0.632) (0.629)
Party_coal —0.4421%**  —0.4753*** —0.4418*** —0.4186%*  —0.4496%**
(0.159) (0.159) (0.160) (0.164) (0.160)
Inequality 0.0341%* 0.0427%** 0.0368%** 0.0328%*%* 0.0386**
(0.016) (0.015) (0.016) (0.015) (0.016)
Inequality x fiscal stimuli 0.0139
(0.019)
Fiscal stimuli —0.9708
(0.842)
Inequality x increasingly —0.0872%*%*
expansionary fiscal stimuli (0.029)
Increasingly expansionary 3.0355%*
fiscal stimuli (1.263)
Inequality x expansionary 0.0017
fiscal stimuli (0.020)
Expansionary fiscal stimuli —0.4521
(0.858)
Inequality x successful fiscal 0.1170%%*
stimuli 0.051)
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Table 7 continued

(€)) 2 (3) “ (%)

Successful fiscal stimuli —5.4224%*
(2.498)

Inequality x unsuccessful —0.0109
fiscal stimuli 0.021)
Unsuccesful fiscal stimuli —0.0696

(0.865)
Constant 0.2188 —0.2637 0.0784 —0.1031 —0.0502
(1.252) (1.215) (1.247) (1.226) (1.249)
Observations 1,068 1,068 1,068 1,058 1,061
x2 0.00092 0.0663 0.00076 0.00102 0.00588
Prob > x2 0.976 0.797 0.978 0.975 0.939

IV estimation of Tobit model. Wald test of exogeneity is reported at the bottom of the table. Robust standard
errors in brackets
*p < 0.1, % p < 0.05, *** p < 0.01

the underlying economic environment has proven to be relevant only in the group of
European countries. Moreover, our results confirm that expansionary and/or successful
fiscal stimuli programs help promote a more stable political framework in these two
groups of countries. In the other three groups reported, no statistically significant
results are found.

5 Conclusion

In this paper, we employed a panel of 157 countries over the period 1960-2010 to
investigate how income inequality and fiscal stimuli affect episodes of government
crisis.

We found that political instability increases when inequality rises, especially in the
case of OECD countries.

Our results also reveal that expansionary and increasingly expansionary fiscal stim-
uli can contribute to more political stability. Additionally, our findings suggest that
in countries where income distribution is uneven, governments implementing fiscal
stimuli programs are more likely to avoid political instability when those programs are
successful. Yet, they need to be increasingly expansionary to be able to significantly
reduce the prospects of government crises.

Additionally, we found that the existence of a coalition government, the regime
durability, the degree of political competitiveness and the percentage of veto players
who drop from the government reduce political instability, while the kind of the polit-
ical system and the degree of democracy boosts the likelihood of government crises.
Thus, our empirical evidence confirms the pivotal importance of the quality of political
institutions as an “antidote” against government crises.
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Finally, on the macroeconomic front, economic growth emerged as a crucial driver
of political stability.
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Appendix

Table 11 Descriptive statistics

Variable Source Obs Mean SD
Government crises CNTS 5878 0.16 0.51
Real GDP growth rate WEO 8658 2.34 29.11
Inequality SWIID 2503 37.97 10.55
Military DPI 5646 0.20 0.40
stabs DPI 5377 0.12 0.28
System DPI 5650 0.78 0.92
Govfrac POLITY IV 4800 0.19 0.27
Polity2 POLITY IV 6192 0.92 7.48
Durable DPI 6229 22.03 28.90
Polcomp POLITY IV 6010 5.46 3.72
Yrsoffc DPI 5658 7.39 7.62
Maj DPI 4797 0.71 0.22
Party_coal DPI 5619 1.57 1.26
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