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Although inflation has been traditionally viewed as a monetary 
phenomenon, the control of money supply in an economy, which drives 
inflation, is also dependent on fiscal policy regime. In presence of high 
fiscal deficit, governments tend to rely on money printing in order to 
finance the deficit. This implies that an increase in fiscal deficit leads to 
an increase in price level and inflation, which leads to evolution of the 
argument known as the Fiscal Theory of Price Level (FTPL). To capture 
the nonmonetary aspects of inflation, a number of economists investigate 
the main political, institutional and economic determinants of inflation 
across countries and over time. They suggest that one of the underlying 
reasons for persistence of fiscal deficit is unstable political condition of 
the country.  As explained by Khan and Saqib (2011), political instability 
weakens a government’s competence by inhibiting the smooth operation 
of policies. This adversely affects the government’s ability to respond to 
shocks, which results in macroeconomic disequilibrium like inflation.  
 
Previous studies perceive that the effect of political instability on inflation 
is much stronger in developing rather than developed countries; 
however, the existing literature does not carry out a separate study 
focusing solely on the developing countries. This motivates us to narrow 
down the study of inflation and political instability in the context of 
developing countries only. Our contribution to the existing literature will 
thus be a more specialized study of political instability and inflation, 
centered on some selected developing countries. Moreover, our choice 
of countries will help us look into the fine characteristic of the regions, 
which may not be possible for large panel data.  
 
Our research investigates the relationship between political instability 
and inflation in developing countries. Based on a sample of 25 
developing countries in South Asia, Middle East and Sub Saharan 
African region for the period 1984-2014, and using the Panel maximum 
Likelihood method introduced by Pesaran, Shin and Smith (1999), we 
show that there is a positive relationship between political instability and 
inflation and that the relationship is stronger for oil producing countries 
than for non-oil producing countries.. We impose homogeneity restriction 
on the long run coefficients while allowing the coefficients and error 
variance to differ across groups in the short run. 
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