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Background: 

      The purpose of this paper is to examine how inflation may cause political instability. 

Persistent and high levels of inflation cause many issues within an economy, not limited to 

decreasing real wages and the redistribution of wealth from creditors to debtors. One example of 

how painful inflation can be for people impacted by it is from Germany during 1920-1923 under 

the Weimar Republic. Citizens resorted to burning piles money rather than wood to keep warm 

during the winter because it was less expensive than purchasing firewood. Economic issues and 

the general need for a scapegoat led to the overthrowing of the Weimar Republic and allowed the 

Nazi regime to take over. This has been repeated throughout the world as governments which 

allow inflation to reach crippling heights are ousted by enraged citizens, both through peaceful 

political means and violent ones. The relationship between inflation and political instability has 

been well documented from one perspective, that instability causes inflation, but the existing 

literature on the other, that inflation causes instability, is less prevalent.  

 Literature Review: 

The duty of a central bank is to keep inflation as low as possible while still allowing for 

economic growth. In the United States, the Federal Reserve Bank or Fed is an apolitical entity 

whose job is to control monetary policy to best suit the needs of the country. Since 2012, the Fed 



employment and price stability. Other countries, like the Czech Republic in 1998, adopted this 

strategy of inflation targeting much earlier, as examined by Smidkova, Hrncir and Yurkovsky 

(2000). Inflation targeting eases insecurities in the financial market as investors will have better 

insights into the direction of price levels. They note many issues that arise from inflation 

including the slowing of financial activity, delayed payments by debtors, income redistribution 

among savers and debtors, all of which could lead to the erosion of political stability in a 

country. The general economic thinking about inflation says that the most beneficial inflation is a 

maintained low inflation rate.  

While in the United States, the Fed is considered to be independent of the government, 

not every central banker will be immune to pressures, both governmentd 





hyperinflation striking at times of instability which causes worse instability until an entity is able 

to consolidate power and stabilize the economy. True hyperinflation, according to Phillip 

Cagan’s definition of 50% per month, lasted in Bolivia for a period of eighteen months until a 

stabilization policy was instituted. This policy was the product of a new government rising to 

power and taking major strides to combat the inflation. This example of soaring inflation levels 

leading to a change in government is the question that this paper will address. The Siles Suazo 

led government who presided over this period of historic inflation relied heavily on seigniorage 

and saw the tax system collapse under the weight of rising prices. Inflation crippled the Bolivian 

economy and triggered an early election where the people voted to remove Siles from office. 

Sachs highlighted some of the causes of this period of rapid inflation but does not do an 

empirical analysis of the relationship between high levels of inflation and political instability 

which this paper will address. 

Most who discuss this problem look at it from the reverse perspective, that political 

instability can increase inflation. Haider, Din, and Chani (2011) argue that governments without 

a promise of day to day security will be more inclined to make short term decisions to try to 

influence voters for reelections. Unstable governments will be more willing to create higher 

inflation, given their need to influence citizens with spending splurges. For example, if the 

unstable government employs seigniorage to pay for reducing unemployment, many voters may 

be influenced by the fact that they now have jobs under this regime. However, this will not last 

long, as those voters seduced by new jobs will still be stuck footing the bill through soaring 

inflation levels. Thus, this persistent high inflation could be a cause of further political instability 

through rising levels of consumer anger. Haider et al did find that, in Pakistan, high corruption 



with weak governance results in high inflation and low growth levels. This paper will examine 

whether this relationship exists in an inverse fashion, high inflation leads to weaker governance. 

Martin Paldam (1987) wrote that the causal relationship between inflation and political 

instability is bilateral. He analyzed this relationship with regard to eight different Latin American 

countries which this paper will attempt to do as well. His analysis focuses on the relationship 

between military or civilian led governments and inflation while this analysis will focus more on 

the causal relationship between inflation levels and political instability. He cites three potential 

avenues by which inflation levels can impact political stability: inflation tax, falling popularity of 

governments, and shift in income distribution. He found that nearly all peaks in inflation are 



the regime in place. This improvement may help to clarify the relationship as Haider et al. did 

find that, in Pakistan, democratic regimes had significantly higher levels of inflation than 

military regimes.  

There have been economists who have tried to show quantitative measures of the stability 





using a one year and a five year lagged inflation variable. Similarly to Aisen and Viega’s model 

from “Does Political Instability Lead to Higher Inflation”, I will use a lagged inflation variable. 



The inflation variable will be lagged first by one year, then I will take a 





inflation makes sense, as it is expected to be about 5 percent. The fairly wide standard deviations 

are also to be expected as there is a wide range of inflation, as referenced above.  

 Real GDP has significantly lower observations than the polity metric, but is a strong 

indication of how well developed an economy is, so its inclusion in all of these models will 

prove useful. It is measured here in millions of US dollars at 2011 dollar, with the conversion 

using chained purchasing power parities. This means that each observation is comparable to one 

another. This variable will be lagged as well, to try to capture other aspects of economic growth 

that inflation may not. While an economy strengthens, typically higher levels of inflation are also 

expected, so this variable’s inclusion ought to help capture some of the changes in the economy 

outside of inflation. It is also commonly used in other literature surrounding political instability. 



also argues that participation in a democracy must be open, unrestricted, and fully competitive as 

well as has elective recruitment for the executive. This variable has a predictably low mean, as 

there are very few countries who enjoy highly democratic governments and a much larger 

sample of those that have partial or non-democratic systems. However, the standard deviation is 

surprisingly large which is due to Polity’s manner of coding state failures as a -88. There are 109 

such instances in the data used in this study and explain the high standard deviations and the 

relatively low mean. This variable will be used throughout the series of regressions as an attempt 

to capture the existing political stability or instability in the year before the instability metric’s 

measurement. It is expected to have a positive impact on the instability metric, meaning that the 

stronger your democracy was last year, the lower level of instability you can expect in this year, 

ceteris paribus. 

 Trade is a variable from the World Bank and is coded as a percentage of that country’s 

total GDP for the year. It is treated in this study as the difference between a country’s exports 

and a country’s imports and thus, a country could have a higher level of trade than they do GDP. 

Trade is typically seen as a reducer of political instability, as the spread of ideas and the 

globalization of cultures is seen to both increase personal wealth and allows citizens to interact 

on a global scale. However, some very high trade observations suggest that there may be a 

difference between service economies, where people get to interact and have mutu



very large percent of the country’s GDP and after that, showing negative results for that country. 

However, trade is important to factor into a model of instability as it tends to raise economies up 

due to spillover effects of the trade.  These spillovers would be impossible to capture using a 

different variable, so in order to account for that impact of these exploited countries, real GDP 

will be incorporated to try to control for this inversion.  

 Youth unemployment is a very standard variable to account for when considering 

instability. The greater the number of young people who are unemployed, typically the more 

wealth that gets concentrated in the hands of the elites and the lower the opportunity cost of 

engaging in political or terror activities. If a young person doesn’t have a job, they are both more 

apt to be frustrated and have more time to act on that frustration. Unfortunately, this variable has 

the fewest observations of the sample and thus limits the scope of this study. In the regressions 



This would appear to be likely as a negative 10 to a negative 9 only indicates a slight 

decrease in how total of a dictatorship a country is while a 1 to a 2 is a movement of a country 

from a very partial democracy to a stronger one. Countries in the middle area, -3-3, likely will be 

the most impacted by this nonlinear correlation, so I will create three groupings for countries. 

The first, relatively stable democracies indicated by a score from 4 to 10, the second, relatively 

stable autocracies indicated by a score of -



 Some left side variables will also be used from these sources. Economic literature on 

genocide factors shows that this can be considered the extreme form of political instability. 

Factors such as assassination attempts, coup attempts, and forced resignations of executives in 

government may paint a different picture of instability than simply the index created by the 

Center for Systemic Peace, so each of these will be used as a left side variable with the same 

right side variables. This approach will show how each left side variable interacts when 



  

Polity  -0.000116 

(0.0000778) 

-1.46e-07*** 

(4.55e-08) 

1.455911*** 

(0.0464351) 

-0.0030058*** 

(0.0009186) 

-0.0200883*** 

(0.0073506) 

X 

Polity 

Squared 

0.0030741 

(0.0023776) 

1.54e-06* 

(8.28e-07) 

7.137183*** 

(0.4507474)  

0.0671155*** 

(0.0118294) 

0.3154987*** 

(0.0651155) 

X 

Attempted 

Coups 

 -2.65e-06 

(2.57e-06) 

2.18e-10 

(2.42e-09) 

  

-0.0008544 

(0.0007078) 

-0.00002 

(0.0000292) 

 

-0.000011 

(0.0000359) 

X 

Successful 

Coups 

-1.15e-06 

(1.62e-06) 

 

3.21e-10 

(3.47e-10) 

 

-0.0011218 

0

(0



The above table details the results of ordinary least squares regressions with unique left 

side variables while there are five right side variables that stay the same as much as the data 

allows. For two left side variables, presence of state failures and successful assassinations, there 

is not sufficient data to complete these regressions. In order to try to maintain as much 

consistency as possible between these regressions, Youth Unemployment was substituted for 

National Employment, which yields similar results. As explained in the previous section, this 

variable does not have as strong of a correlation with instability as youth unemployment tends to 

have. Each of these regressions were done using robust standard errors. Many of these 



 

 Table 3 describes the same regression panel that was used in Table 2, but with the 

inflation variable lagged this time by five years. The other variables remain lagged by one year 

as an attempt to control for what levels of instability the country could expect without inflation. 

This was used to s



significance. Interestingly, the scale of total war and violence is significant almost across the 

board with the exception of the democracy index. However, the coefficient is negative which is 

surprising as it would mean that the higher inflation was five years ago, the lower the likelihood 

and scale of total acts of war and violence can be expected. This also occurs with the youth 

unemployment variable, which is traditionally expected to increase instability. This variable also 

includes civil acts of war and violence which are often correlated with higher youth 

unemployment because this means that young people have limited opportunities and ample time 

to agitate for change. This suggests that while these values may be significant, this model is 

missing something that may have a bigger impact on the total acts of war and violence variable 

or there is some confounding effect of the inclusion of the inflation variable.  

 There is a similar issue with the polity and polity squared regressions for the five year 

lagged inflation rate. The inflation coefficient is significant on a 95 percent confidence interval 

but is positive here. This means that if a government is allowing higher levels of inflation five 

years ago, then they can expect to have a higher polity score, indicating more stability. This is 

again contradictory to with the theoretical aspect of the regressions. These instability metrics 

should increase with higher levels of past inflation because this hurts the public’s income, 

wealth, and spending habits. Here, the polity score is showing that there is more stability and 

more youth unemployment do not correlate to higher instability but rather less instability. This 

does however suggest that because the relationship is unclear in the ordinary least squares 

regression panel, it may prove to be clearer in a different model which examines the relationship 

using logistical regression.  

 

 



Table 4    

Dependent 

Variables 

Inflation (Lagged by 

one year) 

Natural Logarithm 

of Real GDP 

(Lagged by one 

year) 

National 

Unemployment Rate 

(Lagged by one 

year)  

Indicator of a Stable 

Democracy 

-0.0018129 

(0.005302) 

0.0022633 

(0.1582167) 

0.0423643 

(0.0462055) 

Indicator of a Stable 

Autocracy 

0.0009687 

(0.0063446) 

0.0231488 

(0.2032709) 

-0.1689827*** 

(0.0800985) 

 

Indicator of an 



 The hypothesis stated that there ought to be significance for each of these governments 

but different coefficients. It would follow that for a stable democracy and autocracy, high levels 

of inflation would damage their credibility and thus stability, signified by a negative coefficient, 

while high inflation levels ought to make an unstable anocracy more likely. As these 

governments tend to be less structurally settled, the impacts of inflation are likely felt more than 

governments that are stable and thus can be more trusted to bring inflation back into line or are 

more apt to crush any unrest from the civilian population.  

  

Table 5    

Dependent Variables Inflation (Lagged by 

five years) 

Natural Logarithm of 

Real GDP (Lagged by 

one year) 

National 

Unemployment Rate  

Indicator of a Stable 

Democracy 

-0.0002642 

(0.0002501) 

-0.1378369*** 

(0.0404243) 

0.0572311*** 

(0.0148134) 

Indicator of a Stable 

Autocracy 

0.0001963 

(0.0003507) 

0.2152292*** 

(0.0506296) 

-0.1970157*** 

(0.0250696) 

Indicator of an 

Unstable Anocracy 

0.0004432 

(0.0002817) 

-0.0632818 

(0.0721541) 

0.0441688*** 

(0.0177441) 

Notes: * represents significance on a 90% confidence interval and *** represents significance on a 
95% confidence interval. The coefficients are written above and the robust standard errors are denoted 

in parentheses. Stable Autocracies are governments that scored below a -4 on the Polity scale in a 
given year, Stable Democracies are governments that scored above a 4 on the Polity scale in a given 

year, and Unstable Anocracies are governments that scored between -3 and 3 on the Polity scale in a 

given year. Infla



stubbornly insignificant. This lack of significance implies that the null hypothesis must be 
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Appendix 

 



 

 

TABLE 8: Difference between last year’s inflation to this year’s inflation, lagged (so is the 

difference between 2 years ago inflation and last years inflation) 

 

Dependent 

Variables 

Difference 

in Last 

Year and 

WKLV�<HDU¶V�

Inflation 

(Lagged by 

one year) 

Real GDP 

(Lagged by 

one year)  

Democratic 

Regime 

(Lagged by 

one year)   

Trade (as 

percent of 

GDP, lagged 

by one year) 

Youth 

Unemployment  

(Lagged by one 

year) 

Polity 0.0000114 

(0.0000116) 

-2.17e-07 

(5.04e-08) 

1.495997 

(0.0581432) 

-0.0045134 

(0.0010067) 

-0.003852 

(0.006884) 

Polity 

Squared 

-0.0003804 

(0.0001972) 

4.99e-06 

(7.02e-07) 

6.450323 

(0.6061628) 

0.0979413 

(0.01273) 

0.1998975 

(0.0721816) 

Attempted 

Coups 

3.55e-08 

(1.93e-07) 

1.42e-09 

(2.55e-09) 

-0.001375 

(0.0010141) 

-6.75e-06 

(0.0000176) 

-0.0000339 

(0.0000949) 
Successful 

Coups 



 

 

 

 

TABLE 9: Extreme inflation  

 

Dependent 

Variables 

Instances of 

Extreme 

Inflation  

Real GDP 

(Lagged one 

year)  

Democratic 

Regime  

(Lagged one 

year) 

Trade (as 

percent of 

GDP lagged 

one year) 

Youth 

Unemployme

nt  



 

violence and war and total acts of war and violence are variables a scale from 0-7 indicating the quantity 
and scale of violence.  Resignations represent any transitions from office that are unexpected or forced due 

to public opinion. Presence of state failures is an indicator variable which represents instances of the current 

government failing, according to the polity metric. 
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