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ABSTRACT:

The revolutions in the MENA region countries were experienced as a negative economic
shock. This led to popular demands and, at the same time, a worsening of public finances
in a climate of political instability. It is therefore relevant to address the question: Is the
reduction of the budget deficit dependent on explanatory political variables such as
democracy and political stability? In this article, we examined the relationship between the
budget deficit and political instability/democracy while using other macroeconomic
control variables, such as GDP growth, the consumer price index, and oil prices. This
relationship was estimated for a sample of MENA region countries using a dynamic panel
data econometric model over the period 2008-2019. The results of this article show that
political instability and democracy have a significant impact on the budget deficit in the
selected group of MENA region countries. Specifically, the model's estimation found that
the democratic political regime positively impacts the budget balance.
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1. Introduction :

Democratic transition, characterized by the shift from an authoritarian regime to a
democratic political system, can have significant implications for the management of
public finances and, by extension, for the budget deficit and the economy in general.
During a democratic transition, the state risks a budgetary slippage by attempting to
reconcile political aspirations with economic realities. In fact, the events of the Arab Spring
have been associated with larger budget deficits and an increase in public debt (Arayssi et
al., 2019a (1)).

Indeed, several authors, such as Arayssi et al., 2019a (1), Mawejje et Odhiambo, 2020
(2), Bougharriou et al., 2022(3) have analyzed the relationship between budget deficit and
democratic transition. This subject is complex and deserves in-depth analysis, particularly
in the case of Tunisia and the MENA region. The high levels of indebtedness recorded in
the aftermath of popular uprisings in some countries of the MENA region have not only
been caused by excessive deficits but also by a persistent decline in growth (IMF, 2019).

Furthermore, Mawejje et Odhiambo, 2020(2) also showed that budget deficits are high
in countries where there are numerous ministerial cabinets, authority is centralized, social
polarization is significant, and political instability is prevalent. These authors also
emphasized that budget deficits tend to increase during election years.

Democratic transitions can be accompanied by economic instability, making it more
difficult for a government to finance its budget deficit, especially if financial markets
perceive an increased risk associated with political instability. The relationship between
democratic transition and budgetary policies has already been the subject of several studies
(Cammett et al, 2015(4) ; Diwan et Akin, 2015(5) ; Neaime, 2010(6) ; Neaime, 2015 (7)).
In short, this work is at the heart of many debates questioning budget deficits and political
instability.

Political and economic instability during a democratic transition can therefore lead to
a decrease in investor confidence, which may result in a decline in foreign direct investment
and, more generally, a capital flight. This latter situation can cause a depreciation of the
national currency and an increase in borrowing costs to finance the deficit.

Unfavorable economic conditions increase public discontent, which subsequently feeds
into the level of political instability. Moreover, an economic crisis can lead to protest
movements and even revolutions. The revolutions in the MENA region were experienced
as a negative economic shock. Tourism was affected, capital flight accelerated, exports
declined, and investments collapsed in Tunisia and Egypt. Consequently, economic growth
significantly decreased in 2011, stabilizing at levels lower than those of 2010. Production
in Libya collapsed due to the interruption of oil production (-60%). Unemployment rose
throughout the region. The economies of Lebanon and Jordan were also affected by
regional instability and the influx of refugees (Diwan et Akin, 2015(5)).



In the theoretical literature, Woo, 2003(8) also considers three types of structural
determinants of deficits: (i) Political factors such as political instability, government
fragmentation, and political institutions; (ii) Social polarization such as income inequality
and ethnic divisions; and (iii) Institutional factors such as budgetary procedures and rules,
bureaucratic efficiency, and democracy.

Roubini et Sachs, 1989(9) find that a political fragmentation index is well correlated
with the size of deficits in advanced countries.

Furthermore, the study by Arif et Hussain, 2019(10) was motivated by the aim of
empirically identifying the main factors that explain the instability of the budget deficit
during the period 1984-2016 based on a sample of 89 countries. This study attempted to
empirically evaluate the economic and political factors contributing to the volatility of the
budget deficit. The authors conclude that corruption, conflicts, and political stability are
significant determinants of the budget deficit. Their findings indicate that the volatility of
the deficit is a decreasing function of the level of political stability. The budget deficit
experiences more fluctuations if it coexists with a high level of corruption. Therefore, to
prevent the deficit from being high and unstable, according to these authors, more
importance should be placed on institutional reforms in the economy.

Alesina et Perotti, 1995(11) and Alesina et Perotti (1995) Persson et Tabellini,
1997(12) explain how political and institutional factors determine fiscal outcomes. It
should also be noted that existing empirical studies are primarily focused on OECD
countries. For example, Alesina et Perotti, 1995(13) and Alesina et Perotti, 1996(11) argue
that it is not possible to understand the issue of budget deficit instability without including
the perspective of political and institutional variables, as economic theory alone fails to
address this issue.

Other authors, such as Attiya et al., 2011(14), have empirically studied the fiscal deficit
volatility for South Asia and ASEAN. These authors have also contributed to the existing
literature by adding institutional factors that lead to instability in the volatility of the budget
deficit.

Furthermore, Pasten et Cover, 2010(15) showed that political instability can lead to a
decrease in taxes in the future, resulting in a weakly sustainable budget deficit (in the sense
of Quintos). This occurs because political instability encourages the government to
implement short-sighted fiscal policies to increase its chances of remaining in power. In a
similar vein, Eslava, 2011(16) observed that political economy suggests that conflicts of
interest may be at the root of the emergence of deficits, as opportunistic politicians generate
deficits to win elections, even at the expense of overall welfare. Additionally, conflicts of
interest between different social groups or regions create tensions in the allocation of
government resources, leading to excessive spending.

Most of the authors mentioned above have explored the determinants of budget deficits
such as political instability, economic growth, inflation, etc. The authors frequently use



panel data to combine the temporal dimensions (years) and the individual dimension
(countries).

This article will therefore be dedicated to studying the relationship between budget
deficit and institutional quality using a dynamic panel data model. The Generalized Method
of Moments (GMM) will be applied to a sample of countries in the MENA region.

The next section indicates model, research methodology and tests. Section 3 explains
test results and model estimation. The last section concludes this paper.

2. Presentation of the Model and Estimation Method

Several studies have sought to examine the link between budget deficit and political
and economic variables. To successively investigate the link between budget
deficit/political instability and budget deficit/democracy, the GMM method was used. This
method, developed by Holtz-Ekin et al., 1988(17), Arellano et Bond, 1991(18), and
Blundell et Bond, 1998(19), is widely employed by authors in the context of panel data
models. In fact, this method provides solutions to problems of simultaneity bias, reverse
causality, and omitted variables. It utilizes all the orthogonality conditions that exist
between the lagged endogenous variable and the error term. The contribution of this
method lies both in the correct treatment of the problem related to correlated individual
effects and in the ability to account for the potential endogeneity of the explanatory
variables.

Furthermore, the Generalized Method of Moments (GMM) is recommended when the
relationship is linear, the number of individuals (N) is greater than the number of years (T),
there are specific individual effects, and the lagged dependent variable appears on the right
side of the equation among the explanatory variables.

The relationship between budget deficit and political instability (see equation (1)) is
based on several theoretical foundations. These foundations explain how public finances
are influenced by the political situation. There are at least four such foundations:

According to the theory of political cycles, governments shape their budgetary policies
to increase their chances of winning elections. For example, the outgoing government may
reduce taxes to gain popularity, which can lead to a larger budget deficit.

Political instability, measured by the government turnover rate, can lead to poor
economic management. Excessive government changes struggle to implement a consistent
budgetary policy over time, which can result in massive budget deficits.

In-office governments may increase public spending to quell social discontent. They
can raise transfers to households in the form of subsidies for essential goods such as bread
and fuels.



Finally, political stability positively influences investor confidence, making it easier
to finance the deficit through borrowing. Conversely, political instability tends to increase
borrowing costs and exacerbate deficits.

Given these foundations, we confidently propose the model to be estimated as given
by the following equation:

BBy = yBB;;_y, + pGDPG; + oINF; + 90P; + 0 PI;; + uDEM;, +
dummy + a; + €; + & Vi=1,2,..,14(1)

Where, BB is the budget balance of the State; GDPG is the GDP growth rate; INF: the
consumer price index, which measures inflation; OP is the price of oil; PI3 is a variable that
measures the level of political instability; DEM# is the democracy score, and dummy is a
dummy variable (1 for oil-exporting countries and 0 for oil-importing countries).
v,B,0,9,0, and u are parameters to be estimated. «;, €, and ¢;; refer respectively to:
country-specific effects, time-specific effects, and an error term.

In the case of a dynamic panel, it is not correct to use the ordinary least squares
method because it can yield biased estimates due to the presence of the lagged dependent
variable on the right side of the equation. Furthermore, in the implementation of fixed and
random effects, the difficulty is that the lagged dependent variable is correlated with the
error term, even if we assume that the disturbances (error terms) are not themselves auto-
correlated. Arellano and Bond (1991) developed a GMM estimator that addresses the
aforementioned issues.

To solve the problem of endogeneity, we begin with the first difference
transformation of equation (1) to eliminate the country fixed effect «;. The first difference
of equation (1) thus removes a; and produces an equation estimated by instrumental
variables:

dBB;, = ydBB,,_, + PdGDPGy + odINF, + 9dOP, + 0 dPI; +
,leDEMlt + €t + dgit (2)

Where (d) is the first difference operator, the variables and parameters are defined
above (see equation (1)). This study focuses on a sample composed of 14 countries from
the MENA region and covers the period from 2008 to 2019. We consider the following
variables: BB, GDPG, INF, PI, DEM, OP. To smooth the variable OP, it has been

3 Political instability measures the likelihood that a government will be destabilized or overthrown through
unconstitutional means, particularly through political violence and terrorism. The assessment provides the
country's score within the range of [-2.5, 2.5], with higher values corresponding to better governance.
% This index is based on two dimensions:

Political freedoms (1-7): Evaluates aspects such as the transparency and fairness of elections, citizens'
ability to participate in political life, and freedom of expression for political parties and candidates.

Civil liberties (1-7): Measures elements such as freedom of expression, the right to assembly, judicial
independence, the rule of law, and protection against state abuses.
Its score is coded from 1 to 7: 1 indicates a democratic country, and 7 indicates non-democratic countries.



expressed in logarithm. We also included a Dummy variable that takes the value O for net
oil-importing countries and 1 for net oil-exporting countries.

Table 1 presents the different variables along with their data sources.

Table 1: Summary Table of the Different Variables

Notation Definition Source
BB State budget balance (total revenues - total | World Bank national accounts data.
expenditures)
GDPG GDP growth rate in % per year World Bank national accounts data.
INF Consumer price index (annual growth rate) World Bank national accounts data.
PI Political stability index Worldwide  Governance Indicators
(WG]
DEM Democracy score Freedom house database
OP Price of a barrel of oil World Bank national accounts data.
Dummy 1 for oil-exporting countries and 0 for oil- -
importing countries

2.1. Descriptive Statistics and Graphical Analysis
2.1.1. Descriptive Statistics

In this subsection, we discuss the results of our estimation in detail. According to the
objective of our chapter, we address the special group regression for the country samples.
Our sample includes fourteen MENA countries, namely (Algeria, Bahrain, Egypt, Jordan,
Kuwait, Morocco, Oman, Qatar, Saudi Arabia, Tunisia, UAE, Turkey, Iran, Mauritania).
The analysis period covers the years 2008 to 2019 using the dynamic panel model.

In summary, this study aims to examine the effect of political instability on the budget
deficit by applying panel data models.

In Table 2, it can be observed that the budget balance (BB) is, on average, negative (-
0.68%). This could be explained by the composition of the sample, of which 8 countries
are net oil exporters. Our variable of interest, political instability, has an average value of
-0.39 with a standard deviation of 0.784. This reveals that, on average, there is political
instability in the countries of the MENA region with a relative dispersion.

Table 2 : Descriptive statistics of our series

Variable Obs Mean STD. DEV Min Max
BB 154 -0.684 10.099 -22.508 34.114
GDPG 154 3.440 3.678 -7.076 19.592
INF 154 5471 6.544 -4.863 39.90
PI 154 -0.398 0.784 -2.009 1.223
DEM 154 5.5 1.251 1 7
LNOP 154 4.329 0.314 3.785 4.718
Dummy 154 0.42 0.490 0 1

Source: author's calculations



Table 3 shows the correlation coefficients between the different variables used in our
regression. We observe a low correlation between the various variables in our model.

Table 3 : Correlation matrix

GDPG INF PI DEM LNOP DUMMY
GDPG 1
INF -0.114 1
PI 0.162 -0.455 1
DEM 0.036 -0.048 0.198 1
LNOP 0.220 0.137 0.042 -0.019 1
DUMMY -0.095 0.067 0.276 0.308 -0.000 1

Source: author's calculations

A VIF (Variance Inflation Factors) test was also carried out to ensure that these
variables are not collinear. According to this test (Table 4), there is no problem of
collinearity among the exogenous variables.

Table 4 : VIF collinearity test

Variable VIF 1/VIF
PI 1.50 0.665

DUMMY 1.38 0.724

DEM 1.26 0.796

INF 1.13 0.887

GDPG 1.11 0.901

LNOP 1.09 0.915

Average VIF 1.24

Source: author's calculations

2.1.2. Graphical analysis

According to this test (Table 4), there is no problem of collinearity among the
exogenous variables. In order to assess to what extent the budget deficit may be related to
political instability, we performed a graphical analysis of the relationship between these
two variables for the countries in the MENA region. For this, we first calculated the average
of each variable over the period 2008-2019. Figure 1 shows the scatter plot that links the



two averages of budget deficit and political instability in the MENA region, as well as the
linear regression line.

We note that the coefficient corresponding to the slope of the fitted line is positive and
significant at the 5% level, indicating that an increase in political instability in the MENA
region contributes to a rise in the budget deficit.

Average Budget Balance
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Figure 1 : The relationship between budget deficit and political instability in the
MENA region

In other words, as political instability increases (instability index ranges from [-2.5,
2.5]), the countries in our sample tend to record more controlled budget deficits or even
budget surpluses, as is the case for Qatar and Kuwait.

2.2.  Results of the estimations and interpretations

The previously obtained results suggest that political instability has a positive effect on
the budget deficit. To confirm these results, we carry out an econometric analysis of the
relationship between political instability and the budget deficit. Our model is estimated
using the two-step system generalized method of moments. The results are presented in
Table 5.

Table 5 : The GMM method

VARIABLES BB

0.456%

L.BB (0.000)
20.048

GDPG (0.583)
INF 0.144




(0.362)
5.42%
PI (0.08)
-0.75%*
DEM (0.05)
6.60%**
LNOP (0.00)
1.892
DUMMY (0.185)
=24, 13%**
Constant (0.02)
Observations 154
Number of i 14
Test AR (2) p-value 0.719
Hansen Test p-value 0.991

Hansen J-test : test of over-identifying restrictions of the instruments in GMM estimation.

AR2 : Arellano and Bond test analyzing the presence of second-order autocorrelation in first differences.
Notes : p_value in parentheses

*** p<0,01, ** p<0,05, * p<0,1.

The Hansen (1975) test and the AR2 test are the most important validation criteria for
our estimates. The Hansen test checks the independence between the instruments and the
equation’s residuals, which is an essential condition for the validity of the instruments.
According to the Hansen statistics (Table 5), all estimates of our model are accepted insofar
as the null hypothesis of validity of the lagged variables in levels and in differences is
accepted. Furthermore, the Arellano and Bond second-order autocorrelation test AR2
checks for the existence of second-order correlation in the residuals.

According to Table 5, we note that there is no second-order autocorrelation of the errors
in the differenced equation, since the AR2 test allows us to accept the null hypothesis. For
this reason, all results can be considered robust. The results presented in Table 5 confirm
the hypothesis that political instability leads to a higher budget deficit. Indeed, the
coefficient on the political stability variable is positive and significant at the 5% level,
indicating that as the degree of political stability increases toward the value 2.5, the level
of the budget balance improves. Conversely, political instability can cause an economic
recession that widens the deficit, which is assumed to be countercyclical.

To justify this result, we can cite the work of Pasten (2010), who use an intertemporal
public-finance model to show that political instability can lead to lower future taxes,
producing a budget deficit. This occurs because political instability encourages
governments to implement expansionary fiscal policies, increasing their chances of staying
in power.

The results also show that the level of democracy significantly reduces the level of the
budget deficit ; that is, the lower the democracy index (1 denotes strong democracy and 7
denotes absence of democracy), the less negative — and even possibly positive — the
budget balance. We note that the coefficient associated with the democracy variable is



significant despite the presence of an autocratic regime in the overwhelming majority of
countries in the sample.

We note here that the two variables—political instability and democracy—both act in
the same direction on the budget balance. Indeed, during periods of political instability the
state’s expenditures tend to rise to satisfy more social demands. By contrast, democracy,
synonymous with social peace, tends to reduce deficits and to rationalize spending thanks
to good governance and greater transparency. These results are comparable to those of
d’Alesina (1990) who argue that the links between deficits and political instability are
necessarily caused by weak governments generally associated with democracies in
transition.

According to the results table above, the sign of the coefficient associated with
inflation is correctly signed : any increase in inflation raises the budget balance. Inflation
affects the latter through several channels. Rapid inflation growth increases the deficit
through a higher amount of public debt service (interest payments). Higher inflation can
also lead to lower tax revenues in real terms. If tax revenues are not indexed to inflation,
the two negative effects on the budget balance mentioned above can be offset by a positive
effect due to bracket creep on income tax receipts. According to the results of our study,
the effect of bracket changes dominates the negative effects, but in a non-significant way.

According to our results, the impact of economic growth on the budget balance is
negative and statistically non-significant. For this control variable the expected sign is
positive. In any case, the coefficient is not significant.

The coefficient associated with the price per barrel of oil is positive and statistically
significant. This result suggests that a rise in oil prices improves the budget balance. This
is not surprising for oil-exporting countries. Conversely, for net-importing countries, when
the price of oil rises, hydrocarbon subsidies for households and firms increase as does the
budget deficit. The positive and significant sign of the coefficient associated with the oil
price could be explained by the weight of exporting countries in the sample of MENA
region countries.

3. Conclusion and recommendations

In this article, we examined the relationship between budget deficit and political
instability/democracy while using other macroeconomic control variables, such as GDP
growth, the consumer price index, and the price of oil. This relationship was estimated for
a sample of countries from the MENA region using a dynamic panel econometric model
over the period 2008- 2019.

We sought to analyze the impact of political instability and other so-called control
macroeconomic variables on the budget deficit from an empirical perspective. Our
estimates show that political instability, democracy, and the oil price affect the budget
deficit in the MENA region. The estimation of the relationship between budget deficit and
political instability was performed according to a dynamic specification to account for the
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persistence of the deficit ratio as a percentage of GDP. The dynamic panel model allows,
through the use of the generalized method of moments (GMM), to solve the endogeneity
problem of the variables and to improve the precision of the estimates compared with
traditional panel econometric methods.

In summary, the results of this article show that political instability and democracy have a
significant impact on the budget deficit in the selected group of MENA countries. In
addition, the model estimation established that a democratic political regime positively
affects the fiscal balance.

This result suggests that reducing the budget deficit depends on democracy and political
stability. Therefore, a strong democratic state is needed that strictly enforces the law and
has robust institutions capable of imposing sometimes painful economic reforms to restore
public finances and reduce the budget deficit.

Furthermore, according to the results of our analysis, the democracy variable is negatively
and significantly correlated with the fiscal balance. Indeed, it is important to recall that the
value of the democracy variable is discrete : it takes the value 1 when the regime is
democratic and 7 when the political regime is autocratic. This result supports the idea that
a well-established democracy where political stability prevails improves economic
performance, including economic growth, low inflation, and control of the twin deficits.
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