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Abstract 

           There is an important link between the following two variables: financial instability and political instability. 

Often, the link is bidirectional, so both may influence each other. This is way the lately crisis are becoming larger and 

increasingly complex. Therefore, the academic environment is simultaneously talking about economic crises, financial 

crises, political crises, social crises, highlighting the correlation and causality between variables belonging to the 

economic, financial, political and social areas, with repercussions and spillover effects that extend from one area to 

another. Given the importance, relevance and the actuality of the ones described above, I consider that at least a 

theoretical analysis between economic, financial and political factors is needed in order to understand the reality. 

Thus, this paper aims to find links and connections to complete the picture of the economic reality. 
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1. The relation between financial instability and political instability 
 
          Financial crises, as manifestation of financial instability, and political instability are interconnected. Bank runs 

may determine political instability, because citizens are tempted to overthrow a government and overrule a bailout 

decision if they believe it is not economically and socially justified. Political distortions determine political uncertainty, 

because citizens have incentives to dismiss a government after a bailout announcement. Higher political uncertainty 

increases financial instability and political instability, enlarging the set of parameters for which rational-expectations 

agents will find bank runs and the dismissal of the government to be optimal [4]. 

          There is a divergence between the objectives of policymakers and the objectives of the citizen, which can dismiss 

the government (therefore also the policymakers) and cancel the decisions to service the debt, situation that can lead to 

default and political crises. 

          Political crises may be also a result of loss of confidence of the domestic and foreign creditors. If the countries 

are connected and correlated, there may be a contagion effect. Therefore, the citizen reinforces the belief that 

government is self-interested and bank bailouts are not optimal. 

 

1.1. Political stage 
 

          There is a strategic interaction between the government and the citizen, where the government has an 

informational edge over the citizen regarding the social costs of bank liquidation. The government may be interested in 

the bailout policy and citizens may have the power to reject the decision of rescuing the collapsing banks if they believe 

that a bailout is not optimal. 

          The political stage captures the political nature of bailouts. Rescuing failing banks is a political decision, since it 

involves economic costs and political distortions, which may lead to the dismissal of the government. 

          The citizens, as taxpayers, may want to overturn a government if they think that the taxation necessary to finance 

a bailout package is too considerable. In the same time, they do not want bailouts that would prevent the crises. Still, 

there is no contradiction. The amount used to rescue a failing bank is equal to the levied taxes. In addition, bank 

liquidation may have consequences that overwhelm the situation that captures the illiquid position, and raising taxes 

may have distortionary effects. At the country scale, it is very important the comparison between the two overall 

quantities. The majority of poor citizens have no banking account in many emerging markets. Because it is very 

difficult to them to bear the burden of the increased taxes, poor citizens have incentives to want to dismiss a 

government who proposes bailout. 
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          On the other hand, not saving a collapsing banking system may result in an economic crisis and may stop the 

foreign capital inflows, which can lead to a more severe situation of the financial system, therefore to financial 

instability.  

          Different types of political instability have different effects on economic growth. There is a distinction between 

formal and informal political instability. In addition to the policy implications, this classification allows the 

investigation of the effects of the forms of informal instability on the short-run in comparison with the effects on the 

long-run, and if the effects of formal instability occurs through growth volatility. In most of the cases, the answer to all 

of these questions is affirmative. 

          The informal political instability variables are: “anti-government demonstrations (peaceful public gatherings of at 

least 100 people), assassinations (politically motivated murder or attempted murder of a high government official or 

politician), strikes (a general strike of 1,000 or more workers involving more multiple employers and aimed at 

government policies), guerrilla warfare (armed activity, sabotage, or bombings by independent bands of citizens and 

aimed at regime overthrow). The informal political instability variables are: the number of cabinet changes, the size of 

the cabinet, the number of constitutional changes and legislative elections” [2].  

 

1.2.The effects of the political instability on the financial stability 
 

          It can be supposed that growth ( ) follows the following process augmented by a risk premium defined in terms 

of volatility: 

 
 

 
 

where  is either the political instability or the financial development variable or one of the other explanatory 

variables, { } are independently and identically distributed random variables with , 

where  is positive with probability 1 and is a measurable function of the sigma-algebra , which is generated 

by { }. Therefore,  denotes the conditional variance of growth. 

          Some basic results may be represented by taking into account three types of effects: direct effects, indirect effects 

and dynamic effects (short and long-run effects). 

          The direct effects of financial stability on per capita economic growth rates are positive and significant, those of 

the informal political instability are negative, while the effects of formal political instability are not significant. 

          The indirect effects of formal political instability on the conditional volatility of per capita economic growth rates 

are negative and significant, while those of domestic and international financial development (which is correlated with 

the financial instability on the long-run), and formal instability have no indirect impact.  

          Regarding the dynamic aspects, in order to estimate the short-run and the long-run relationships, it can be used 

the the following equation: 

 
 

where  and  are the short-run and the long-run effects, and  is the adjustment speed to the long-run relationship. 

Therefore, the term in parenthesis contains the long-run growth regression, which acts as a forcing equilibrium 

condition: 

 
 
          The lag of the first difference is either the political instability, the financial  development variable or one the 

explanatory variables ( ) that characterizes the short-run effect. The condition for a long-run relationship 

(dynamic stability) involves the following: . 

          There are important differences in the short-run behavior and long-run behavior of the explanatory variables. 

          The relationship between the financial development and the political instability and economic growth is very 

complex. This depends on the type of political instability and of 

financial development, as well as short-run and long-run considerations. The short-run effect on economic growth of 

informal instability and financial development is negative and direct. While the long-run influence of finance is 

positive, the long-run influence of informal instability is negative. The impact of formal instability is indirect and 

operates through growth volatility. Therefore, the economic and political effects are different. These results suggest that  
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the political instability effects are greater than the effects of financial development, and therefore greater than the effect 

of the financial stability. While the short-run and long-run finance effects work in opposite directions, the effects of 

political instability are both negative and operate through different channels.  

          Therefore, (i) informal or unanticipated political instability has a direct negative impact on growth and on 

financial stability; (ii) formal or anticipated instability has an indirect (through volatility) impact on growth and on 

financial stability; (iii) the effect of financial development is positive (but not through volatility); (iv) the informal 

instability effects are much larger in the short-run than in the long-run; and (v) the impact of financial development on 

the economic growth and on financial stability is negative on the short-run, but positive on the long-run. 

 

2.Quantifying political instability. Repercussions upon financial stability 
 

          Political uncertainty and indecision are two problems that may have a critical impact on a vulnerable situation by 

creating adverse reactions. The structural features may augment the politically uncertainty and indecision in democratic 

political systems. 

          The political polarization (the effective number of parties) and the political cohesion of the government focus on 

the political factors that can prevent the functioning of democratic political systems, such as divisive and polarized 

parliaments and coalition governments, and which may lead to lags in the decisional making process in the case of a 

crisis or an economic shock (financial instability periods). 

          The electoral indecision and the election dates focus on uncertainty about the result of the political process. 

 

2.1.Political polarization: the effective number of parties 
 

          The degree of political polarization is important for the economic vulnerability and for the financial stability, 

because it may prevent the implementation of the necessary reforms, which may be delayed because parties in the 

government coalition do not reach an agreement on how to allocate the cost of the reform. Although political parties 

agree about the necessity of a reform, they disagree about how to distribute the costs of stabilization. Therefore, every 

party tries tries to make the other parties to pay a larger share of the cost. This uncertainty of a negotiated solution leads 

to the delay of necessary measures.  

          Countries that have a high degree of polarization will suffer from economic crises because of the delay in the 

implementation of the reforms. Therefore, the effective number of parties may be considered as a good proxy for 

political polarization. 

          The effective number of parties is represented by the equation [1]: 

 

 
 

where  represents the share of seats of party I in the parliament. This index takes into account the numbers of parties 

in parliament. Because it may give too much weight to small parties, it also gives larger parties more weight by taking 

the square of the share of the seats of parties. 

 

2.1.Political cohesion of the government 
 

          The degree of polarization matters for the composition of parliament, but also matters for the government. 

Reforms may be also delayed, leading to economic and financial instability, because government effectiveness is 

prevented by having to cooperate with coalition partners or with a congress dominated by opposition parties (in the 

case of a presidential regime). 

          An index can be constructed to measure the strength of the ruling coalition: 

- “0 for one-party majority parliamentary / presidential government; 

- 1 for coalition parliamentary government with two-to-three coalition partners or, for presidential government, 

with different parties in control of the executive and legislative branches 

- 2 for coalition parliamentary government with four or more coalition partners 

- 3 for minority governments” [1]. 

 

2.3.Electoral indecision: the volatility index 
 

          Uncertainty about political process and its results is a potential cause for politically vulnerability. In democracies, 

a major source of uncertainty arrives from the difficulty of the agents to form correct expectation about the result of 

elections. The result of elections being a major unknown, agents cannot make accurate predictions about fundamentals.  
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Countries are not marked by the same degree of uncertainty: in some countries election outcomes are more predictable 

than others. Although polls may provide an important source of information, using them as an indicator is not always 

indicated because of their lack of reliability (many election outcomes differ considerably from polls forecasts). Instead, 

an index of volatility of the electorate can be used both to capture the uncertainty in the election outcome and the 

fickleness of the voting public that could limit government’s willingness to take tough action in the run up to an 

election. 

          Therefore, the index of volatility measures the change in the proportion of seats held by each every party from 

one election to the other [1]:  

 

 
 

where  is the percentage of seats obtained by party I in election A, and  is the percentage of seats obtained by 

party I in election B. 

 

2.4.Election period 
 

          It is also possible to focus more directly on the election dates. Periods of election are characterized by a higher 

degree of economic vulnerability and financial instability (especially on the stock markets and on currency markets), 

which may increase both before and after an election (when the true magnitude of the problems is revealed and reform 

is undertaken), leading to economic fluctuations and instability on the financial markets. 

          Elections differ from one country to the other. The main types of elections that can be distinguished are 

presidential elections, parliamentary elections and nationwide local elections. The more important the type of election, 

the greater the potential of the effects. 

 

2.5.Testing the political variables 
 

          The political variables can be tested. There are three variables that have a strong impact on the extent of financial 

instability periods: the extent of real exchange rate appreciation, the weakness of the banking system (proxied with a 

lending boom index), and the liquidity of the country (measured my the ratio of M2 to reserves in the month preceding 

the onset of the crisis).   

          The following regression is one of the instruments used in testing the political variables [1]:   

 

 
 

where  is the lending boom,  is the real depreciation in the case of low reserves,  and  (  and 

) are the weak fundamentals,  is the case of high reserves,  is the case of strong fundamentals. A 

country has high reserves ( ) if the ratio of M2 to reserves is below 1.8. A country has strong fundamentals 

( ) if the lending boom is below 0% and its real exchange rate appreciation is less than 5%.  The effects of a 

lending boom are captured by  in the case of countries that have high reserves. If , then the 

lending boom has no impact for the high reserve countries. 

 

6. Conclusions  
 

          The countries that have a solid economic and financial environment are only marginally affected by the political 

instability: economic and political variables must be used together to offer an exact representation of the economy.  

          There are several interrelations between financial instability and political instability.           

          First, there is a relation of causation from financial instability to political instability. Bank runs feed political 

instability as voters overthrow the government if it announces a bailout and voters believe that the bailout is not 

optimal for the economy. The political instability is linked to political distortions. The more likely the political 

distortions, the more likely the possibility of a political crisis.  

          Second, political uncertainty, due to the fact that voters can overthrow the government, increases financial 

instability as it enlarges the set of parameters for which expectations of financial and political crises make optimal a 

bank run and the dismissal of the government. Banking panics are less likely if voters believe that the probability of a 

self-interested government is low. 
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          Third, foreign lenders’ expectations about the outcomes of the political game are self-fulfilling, so they can raise 

the probability of the financial crises and may lead to political crises. 
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