Warsaw School of Economics

Collegium of Management and Finance

»Relationships between income inequality, political instability

and fiscal deficits in selected countries”

Doctoral dissertation prepared under scientific supervision of
prof. dr hab. Matgorzata Iwanicz-Drozdowska (chief advisor)

and dr hab. Adam Czerniak (supplementary advisor)
ABSTRACT

This doctoral dissertation explores the relationships between income inequality, political
instability, and deficit bias, all three of which are among the most profound socio-economic
challenges of our times. There are good reasons to suspect that these three phenomena are, to some
degree, mutually interconnected. Relationships between them have recently attracted attention
of researchers and were scrutinized in several studies, but the obtained results are inconclusive.
The main reason for it is that they employed strikingly different methodologies. In particular,
the reviewed research exhibits significant heterogeneity in terms of methods of quantification
of income inequality, political instability, and fiscal performance, econometric techniques,
geographical coverage, time period under investigation, and sets of control variables.
This dissertation provides additional empirical evidence and aims at discovering the true nature
of the relationships between these three socio-economic phenomena.

The main hypothesis of this dissertation states that countries characterized by higher
levels of income inequality tend to have, ceteris paribus, higher levels of fiscal deficits. This main
hypothesis is supported by two auxiliary hypotheses. The first auxiliary hypothesis states that
countries characterized by higher levels of income inequality tend to be more politically unstable
and the second states that countries characterized by higher levels of political instability tend
to have higher fiscal deficits. In other words, it is assumed that the main channel of transmission
from income inequality to fiscal deficits is through political instability.

One of the main challenges in presented research is quantification of the three

fundamental concepts. The dissertation explores definitions and measurement techniques used



in relevant literature and presents their relative advantages and disadvantages, which serves
as a basis for selection of main and supplementary metrics of the studied phenomena. Disposable
income Gini coefficient (after taxes and transfers) is the main measure of income inequality.
Exploratory Factor Analysis is used to construct three synthetic indices of political instability.
Cyclically adjusted general government fiscal balance serves as the main metric of fiscal
performance.

The research problem and the hypotheses determined the choice of research methods.
In-depth literature review covers research results published in peer-reviewed scientific periodicals,
academic books, as well as reports published by international organizations and government
agencies. Empirical analysis uses panel data modeling, which is supplemented by expansive
sensitivity analysis. Specifically, in addition to several different estimators (Fixed Effects, Random
Effects and System GMM), a number of alternative measures of income inequality and fiscal
performance are used to test the research hypotheses.

The dissertation identifies three distinct dimensions of political instability: internal
conflicts, civil unrest and governance fragility. The empirical analysis provides evidence that
income inequality affects a particular dimension of political instability — internal tensions — which
in turn negatively affect the fiscal balances. Thus, in the part related to internal tensions,
the empirical results support both auxiliary and the main hypotheses of the dissertation. In case
of another dimension of political instability — governance fragility — the empirical analysis supports
the second auxiliary hypothesis but does not support the first one. In case of the third and last
dimension of political instability — civil unrest — the dissertation did not find sufficient evidence

to support neither the first, not the second auxiliary hypothesis.
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