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Does Democracy Reduce Economic Inequality?

JEFFREY F. TIMMONS*

Democracy is frequently framed as a distributional game. Much of the evidence supporting this
possibility rests on the World Bank’s 1996 ‘high-quality’ inequality dataset. Using the updated and
revised ‘high-quality’ dataset of 2007, this article revisits those results. Using the same country sample,
more years and similar specifications to previous studies, as well as a larger country sample with more
appropriate statistical models, we find no relationship between democracy/civil liberties and aggregate
measures of economic inequality. Whether, and how, democracy decreases economic inequality
remains an open question.

The relationship between democracy and economic inequality has immense practical and
scholarly significance. Not only has the promotion of democracy become a defining feature
of the international policy agenda, in part because of its supposed capacity to mitigate
inequality, but theories in which voting matters (such as the median-voter (MV) model and its
offshoots) rest heavily on democracies being different from non-democracies, especially in
terms of distribution and redistribution. Yet until the 1996 publication of the World Bank’s
‘high-quality’ inequality dataset, assembled by Deininger and Squire, empirical studies
had not reached consensus on the effect of democracy for inequality.' Scholars using the
Deininger and Squire dataset (hereafter DS), by contrast, have consistently concluded that
more democracy means less inequality.” To quote from a recent literature review: “To sum up,
while the earlier research failed to detect any significant correlation between democracy and
inequality, more recent studies based on improved data sets and bigger data samples typically
cautiously suggest [the] existence of a negative relationship between the two.”

This article revisits results based on the DS data in the light of updated and considerably
expanded data. Our motivation is two-fold. First, the reported statistical findings about
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' Klaus Deininger and Lyn Squire, ‘A New Data Set Measuring Income Inequality’, World Bank
Economic Review, 10 (1996), 565-91.

2 See, for example, Hongyi Li, Lyn Squire and Heng-fu Zou, ‘Explaining International and Intertemporal
Variations in Income Inequality’, Economic Journal, 108 (1998), 26-43; Alberto Chong, ‘Inequality,
Democracy, and Persistence: Is There a Political Kuznets Curve? Economics & Politics, 16 (2004), 189-212;
and Rafael Reuveny and Quan Li, ‘Economic Openness, Democracy, and Income Inequality: An Empirical
Analysis’, Comparative Political Studies, 36 (2003), 575-601.

3 Mark Gradstein and Branko Milanovic, ‘Does Liberté = Egalité? A Survey of the Empirical Links
between Democracy and Inequality with some Evidence on the Transition Economies’, Journal of Economic
Surveys, 14 (2004), 515-37, p. 528.
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democracy and inequality fly in the face of numerous individual country experiences. Most
East Asian countries experienced modest declines in inequality between 1960 and 1990, well
before they democratized, while most Latin American countries have experienced only
marginal — if any — decreases in inequality since the re-emergence of democracy.* Because
DS’s successor — the World Income Distribution Database (WIID, Version 2, May 2007) —
has far more observations, especially for post-transition countries, a fresh examination may
(and does) yield new conclusions.’

Secondly, we are interested in the mechanisms by which democracy affects the dis-
tribution of income. While a variety of theories link democracy to reductions in economic
inequality, existing research has not separated out the mechanisms in a convincing
fashion. To explore the mechanisms, we make our models consistent with the timing
implied by different theories.® Our results are unambiguous. We find nothing indicating a
systematic relationship between democracy/civil liberties and lower economic inequality.
This conclusion holds when the analysis employs the same sample of countries and nearly
equivalent specifications as previous studies. It also holds with an expanded sample,
different data configurations and more appropriate statistical models. Given the theoretical
expectations for democracy, this article’s (non) findings are important.

We proceed as follows. The next section reviews the literature. The following section
describes the WIID data, explains the sample selection criteria and presents our econometric
analysis. The final section concludes. For people who find pictures more illuminating than
regressions, Figure 1 provides a snapshot of the findings.

THE EXTANT LITERATURE

With lineage that includes Aristotle, Mill, Schumpeter, Key and Lipset, the notion that
political equality will reduce economic inequality is deeply rooted in the social sciences.’
Amidst this rich literature, three general mechanisms by which democracy might exert a
downward pressure on inequality stand out — none of which, it should be noted, can be
directly tested with the DS and WIID data. The first and most commonly cited mechanism —
taxes and transfers — springs from the MV model. In its standard form, the MV model
assumes that politics is played in one dimension (monetary). The state has a single tax
instrument, which is proportional to income. Revenue from this tax is then distributed on a
per capita basis. The initial distribution of income and median voter’s position determine the

4 For Asia, see Nancy Birdsall, David Ross and Richard Sabot, ‘Inequality and Growth Reconsidered:
Lessons from East Asia’, World Bank Economic Review, 9 (1995), 477-508; for Latin America, see Miguel
Székely, ‘The 1990s in Latin America: Another Decade of Persistent Inequality, but with Somewhat
Lower Poverty’, IADB Working Paper No. 454 (Washington, D.C.: Inter-American Development Bank,
2001).

5 UNO-WIDER (World Institute for Development Economics Research), World Income Database
(WIID), Version 2 (Helsinki: World Institute for Development Economics Research of the United
Nations University/UNDP, May 2007). The DS dataset contains 2,634 observations versus 4,982 for
WIID. The sample selection criteria (discussed later) determine the effective increase in observations. Our
dataset probably contains a 25-40 per cent increase in country/year observations vis-a-vis most studies
using DS.

® In the longer working paper version (available on SSRN), ‘Does Democracy Reduce Inequality: If
So How?’, interested parties can find a more in-depth examination of the mechanisms.

7 Most people who argue that inequality affects the birth (and death) of democracy believe elite
hostility to democracy stems from its redistributional threat. See, for example, Carles Boix, Democracy
and Redistribution (Cambridge: Cambridge University Press, 2003).
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Fig. 1. Polity vs. Gini, all national survey, five-year averages

Note: Figure 1 presents a simple visual to set up the econometrics that follow. Figure 1 is a scatter plot of
Polity (x-axis) against a transformed measure of Gini (logit) using all national surveys from 1960 to 2004,
collapsed into five-year averages. The same figure in purely cross-sectional form (with annual data, by
five-year interval, or by decade) looks fairly similar. Using other sets of surveys (for example, only those
with Quality 1 ratings) also yields a similar graph. The point is that democracy does not map well into
inequality in cross-sectional form; the regressions will illustrate the time-series dimension.

tax rate: the greater the distance between the median voter’s income and the mean income,
the higher the tax rate and, hence, the level of redistribution. Assuming that the MV is further
Left in democracies than in non-democracies and/or that democratization shifts the MV to
the Left, the MV model implies that democracies should have lower levels of inequality than
non-democracies and, especially, that democratization should reduce inequality.®

The second mechanism — political competition — stresses the electoral connection. While
there are different stories, the common theme is that the more politicians have to compete for
citizen support, the more services the public sector produces for any given level of revenue.
Because democracy induces (or is defined by) competition, it improves public services. If
lower income groups disproportionately benefit from government activities, notably public
education, democracy should reduce the dispersion of human capital, causing inequality to
fall. Saint-Paul and Verdier formalize one version of the argument, showing that reductions
in inequality via the human capital channel allow for growth with equity over the long run.’

8 The benchmark voter model is Allan Meltzer and Scott Richard, ‘A Rational Theory of the Size of
Government’, Journal of Political Economy, 89 (1981), 914-27. For its application to political regimes, see
Daron Acemoglu and James Robinson, ‘Why Did the West Extend the Franchise? Democracy,
Inequality, and Growth in Historical Perspective’, Quarterly Journal of Economics, 115 (1998), 1167-99. It
should be noted that regime type does not map perfectly onto overall inequality without further
assumptions about the distribution of factor income (pre-tax). To take one example: if factor income in a
non-democracy were equally distributed, to start with no democratic process could reduce economic
inequality. Because factor endowments may vary within regime-type, the democratization hypothesis may
be on firmer grounds. That is, given initial endowments, democracy will reduce inequality from whatever
be its pre-existing level.

? Gilles Saint-Paul and Thierry Verdier, ‘Education, Democracy, and Growth’, Journal of Development
Economics, 42 (1993), 399-407.
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The third mechanism — labour market regulation — emphasizes the (potential) consequences
of democracy for labour market organization. As Schumpeter noted, democracy lowers the
cost of political participation for organized labour, allowing it to obtain a privileged position
in the policy process. In an oft-cited paper, Rodrik revived this line of argument, saying
that democracies have features — notably freedom of association and collective bargaining —
that empower workers. If democracy encourages unionization, centralized bargaining and
minimum wages, it might also compress wages. '’

Empirical Findings

Most of the empirical literature uses the aforementioned mechanisms as motivational
springboards, but the connection between theory and evidence is tenuous.!" The mismatch
between theory and evidence, as well as the econometric shortcomings, can partially be
attributed to the paucity of data, which is problematic since different mechanisms call for
different dependent variables and different econometric strategies.

To take one example: the MV model’s core predictions concern pre-tax and post-tax
inequality, not the level of post-tax inequality. Because taxes and transfers are a unique
mechanism connecting democracy to lower levels of economic inequality, the MV model
can only be tested properly with pre-tax and post-tax data. Unfortunately, such data only
exist for a limited number of countries, virtually all democratic. In the closest thing to a
true test, using micro-level data from the Luxembourg Income Studies (LIS), Milanovic
found that taxes and transfers do not accord with the MV model; because there are only
two non-democracies with LIS data, regime type plays no role in his analysis.'?

In the absence of the appropriate pre/post tax data, many studies have examined the fiscal
channel with samples that include democracies and non-democracies using other proxies,
notably spending on supposedly progressive programmes. While these studies have generally
found that democracies spend more on cash-based social transfers (for example, Kaufman
and Segura-Ubergio), there are few uncontested results (such as Mulligan, Gil and Sala-i-
Martin)."* The problem is that measures of spending, even partially disaggregated ones, do
not provide an accurate account of the fiscal effect of government unless the incidence of taxes
and spending is assessed together, a rarity in within-country studies, let alone cross-country
work. This concern about the incidence of spending is especially relevant outside the
Organization for Economic Co-operation and Development (OECD), where transfers are
frequently skewed towards upper income groups.'* Examinations of regime type and taxation
have (generally) found no systematic differences between democracies and non-democracies in
terms of revenue. Few studies have delved into the distributional allocation of the tax burden.

10 Joseph A. Schumpeter, Capitalism, Socialism and Democracy (New York: Harper Brothers, 1942);
Dani Rodrik, ‘Democracies Pay Higher Wages’, Quarterly Journal of Economics, 114 (1998), 707-38.

' For a critique of the median-voter model, see Branko Milanovic, ‘The Median-Voter Hypothesis,
Income Inequality, and Income Redistribution: An Empirical Test with the Required Data’, European
Journal of Political Economy, 16 (2000), 367-410.

12 Milanovic, ‘The Median-Voter Hypothesis, Income Inequality, and Income Redistribution’.

13 Compare Robert Kaufman and Alex Segura-Ubiergo, ‘Globalization, Domestic Politics, and Social
Spending in Latin America 1973-1997: A Cross-Sectional Time Series Analysis,” World Politics, 53 (2001),
553-87, against Casey Mulligan, Robert Gil and Xavier Sala-i-Martin, ‘Do Democracies Have Different
Public Policies than Nondemocracies?’, Journal of Economic Perspectives, 18 (2004), 51-74.

14 See Ke-young Chu, Hamid Davoodi and Sanjeev Gupta, ‘Income Distribution and Tax, and Government
Social Spending Policies in Developing Countries’, WIDER Working Paper No. 214 (Helsinki: World Institute
for Development Economics Research, 2000).
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To take another example, the electoral connection emphasizes changes in human
capital; since human capital primarily affects the labour market, it should be assessed with
pre-tax (wage) inequality, not post-tax data. Furthermore, since education is an asset that
accumulates over time, long lags seem appropriate. To date, explorations of the human
capital channel are scarce, but suggest some ideas. Some large-N studies (for example,
that by Muller) indicate that democracy’s effects are lagged, suggesting a human capital
story, while other studies (such as that of Lake and Baum) find that democracy increases
educational output.'> A complete mapping of democracy onto long-run changes in the
distribution of human capital and then onto wage inequality has only been done informally
for the Americas and Europe.'®

Fewer large-N papers have examined the labour channel, which is surprising since
inequality probably starts with dispersion in earnings.'” In the most compelling study to date,
Rodrik found that democracy positively correlates with average wages in manufacturing,
controlling for productivity.'® He suggested that his findings might carry over to earnings
inequality. The catch is that the average wage in manufacturing may not indicate less
wage inequality (or gains for the poor), since it could just represent executive pay. We
know, for example, that increased skewness in earnings accounts for most of the recent
increase in inequality in the United States, largely reflecting higher salaries of chief
executive officers (CEOs), popular entertainers and successful athletes.'?

In licu of using the exact data required for testing theories, researchers have employed
a potpourri of close substitutes, using some form of the Gini coefficient.”® Prior to the
compilation of the DS data, scholars using Gini coefficients had not reached a consensus
about the effects of democracy for economic inequality.?! While the most rigorous studies
rejected any link, the paucity of data prevented any reliable conclusions (that is, virtually all
of the tests relied on cross-sections).”> The publication of the DS dataset in 1996 marked a
watershed. It provided an off-the-shelf dataset with ‘standardized’ measures of inequality,
covering more countries and more years — enough for panel analysis. Furthermore, the

15 Edward Muller, ‘Democracy, Economic Development, and Income Inequality’, American Sociological
Review, 53 (1988), 50-68; David Lake and Matthew Baum, ‘The Invisible Hand of Democracy: Political
Control and the Provision of Public Services’, Comparative Political Studies, 34 (2001), 587-621.

16 See Stanley Engerman, Elisa Mariscal and Kenneth Sokoloff, ‘Schooling, Suffrage, and the Persistence
of Inequality in the Americas, 1800-1945" (unpublished paper, UCLA, 2001); Peter Lindert, Growing Public:
Social Spending and Economic Growth since the Eighteenth Century (Cambridge: Cambridge University Press,
2004); Claudia Goldin and Lawrence Katz, “The Origins of Technology—Skill Complementarity’, Quarterly
Journal of Economics, 113 (1998), 693-732.

17 Lawrence Katz and David Autor, ‘Changes in the Wage Structure and Earnings Inequality’, in Orley
Ashenfelter and David Card, eds, Handbook of Labor Economics, Vol. 34 (Amsterdam: Elsevier, 1998),
1463-555.

18 Rodrik, ‘Democracies Pay Higher Wages’. One of Rodrik’s measures — labour’s share of national
income — is misleading; labour’s share is (typically) higher in the United States and United Kingdom than
other OECD countries.

19 See lan Dew-Becker and Robert Gordon, ‘Where did the Productivity Growth Go? Inflation
Dynamics and the Distribution of Income’, Brooking Papers on Economic Activities, 2 (2005), 67-127. The
SSRN version of this article examines the labour mechanism using wage inequality data.

20 Mathematically, the Gini coefficient is a reasonable measure of inequality; in practice, however,
existing Ginis are based on different definitions of inequality, limiting their comparability.

21 See Larry Sirowy and Alex Inkeles, ‘The Effects of Democracy on Economic Growth and Inequality:
A Review’, Studies in Comparative International Development, 25 (1990), 126-57.

22 Kenneth Bollen and Robert Jackman, ‘Political Democracy and the Size Distribution of Income’,
American Sociological Review, 50 (1985), 438—57.
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data were thought to be cleaner, having received the World Bank stamp of approval,
along with some (albeit too few) caveats.®> At least three papers in well-regarded journals
used the DS data to examine the relationship between democracy and inequality. These
papers cut the data differently, used increasingly sophisticated econometric models and
different control variables, yet reached a similar conclusion: democracy reduces
inequality. Since we found Reuveny and Li more transparent and methodologically
sound, we begin our analysis by replicating their models.>*

Before doing so, we sum up the extant literature: the recent literature indicates that
there is an empirical relationship between higher levels of democracy and lower levels of
inequality. Those results are based in large part on the DS data. There is uncertainty
about how democracy reduces inequality since comprehensive examinations of the
mechanisms are scarce. In principle, however, different mechanisms suggest different
measurements and different time frames. While we do not have the appropriate pre/post
tax data to assess the channels, we can exploit the time dimension. The MV model implies
that government policies should change quickly; contemporaneous levels or first differences
seem appropriate. The human capital model, by contrast, implies long lags. The labour
market channel has not been formalized. Presumably, democracy’s effect could appear
either contemporaneous or lagged — so we assess both.

REPLICATION AND EXTENSION OF REUVENY AND LI

Given the myriad options in terms of data construction and model specification, there are
many ways to assess the claim that democracy reduces economic inequality. Reuveny and
Li take their Gini data from Easterly, who used DS data from 1960 to 1996 and then sliced
it into ten-year averages. Easterly’s data appear to be cleaned on only one dimension
(population coverage, national surveys only). The explicit assumption Reuveny and Li
make is that differences in measurement blur like white noise.® They transform the
dependent variable using the logit transformation (log[Gini/(100-Gini)]) to help ensure that
the disturbance term is normally distributed.?® They did not adjust for survey type.

23 An insightful critique can be found in Anthony Atkinson and Andrea Brandolini, ‘Promise and
Pitfalls in the Use of ‘Secondary’ Data-sets: Income Inequality in OECD Countries as a Case Study’,
Journal of Economic Literature, 39 (2001), 771-99.

2% We replicate Reuveny and Li, ‘Economic Openness, Democracy, and Income Inequality’. We also
draw on Li, Squire and Zou, ‘Explaining International and Intertemporal Variations in Income
Inequality’; and Chong, ‘Inequality, Democracy, and Persistence: Is There a Political Kuznets Curve?’.
Reuveny and Li had roughly sixty Google citations as of May 2009. While Li, Squire and Zou had
more citations, their written explanation does not match the years/countries in their models and their
econometric models are not ones we favour. Their left-hand side variable begins as early as 1947, but their
right-hand side measure of democracy (Freedom House) only appears in 1972; Hong Kong is supposedly
one of their countries, but Freedom House does not publish ratings for it. They run a panel model with
two time-invariant variables on the right-hand side, no lagged dependent variable, no time dummies and
no country-fixed effects. They also report a rho ~0.9, indicating substantial serial correlation. Chong uses
a generalized method of moments (GMM) model, but countries/years in the panel are unclear and there is
no explanation for the lag structure used as instruments, making it impossible to replicate. We also note
that he used a one-step estimator, which is not robust to heteroscedasticity. He also claimed a non-linear
relationship; we tested for this, using Polity2, and found nothing to report.

25 William Easterly, ‘Life during Growth’, Journal of Economic Growth, 4 (1999), 239-75. Easterly does
not specify how he cleaned the data in the paper Reuveny and Li reference. It seems that he meant only to
include surveys with national coverage, regardless of the quality.

26 The logit transformation unbounds the dependent variable.
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Our replication uses the revised WIID. Like DS, the WIID is a compilation of previous
studies, rather than original data. The WIID has several virtues vis-a-vis DS: it expands
the number of observations, both in time and space; and it is more transparent in terms of
standards and documentation. WIID identifies seven main dimensions on which surveys
vary: geographical unit (national, urban, rural etc.); population covered (all, economically
active etc.); age covered (all, working age etc.); income share unit (household, person, tax
unit etc.); the unit of analysis (household, person); the equivalency scale (for example,
whether there is an adjustment for household size and its type); and income definition
(gross income, net income, consumption etc.). Each dimension typically has multiple
categories, led by income definition which has ten separate headings.

As of December 2007, the WIID dataset contained 4,982 observations from 143 counties.
Many observations in WIID 2 are identical to those in DS for the same country-years, but
not all: WIID deleted low-quality observations when higher quality observations were
available; it also revised estimates for LIS countries. Because many countries have multiple
observations per year, there are far fewer country-year observations. Once sample selection
criteria are applied, the number of observations falls precipitously. Only 1,315 observations
(covering fifty-one countries) obtain a quality rating of 1, a number that falls to 1,092 if we
require national scope and uniform population coverage (for quality ratings, see definition
below).?’ Including Quality 2 surveys expands the sample to 2,773 observations and doubles
the number of countries. Once the same country/same year surveys are averaged and matched
with Polity, there are only 853 country-year observations (for ninety-nine countries) with
Q1 and Q2 ratings, national scope and uniform population coverage.®

Whatever data are employed, there is (presumably) some trade-off between sample size,
comparability and reliability. The more that is done to ensure uniformity, the smaller the
N. That said, even high-quality surveys that are comparable on all reported dimensions
have different estimates for the same year.?” Because there are myriad options in terms of
data construction, we created multiple samples from the underlying data (detailed in the
working-paper version), only two of which are presented here.

SAMPLE 1: All national surveys, regardless of quality — roughly the equivalent of
Easterly — with no match on other dimensions.

SAMPLE 2: All national surveys with a quality rating of 1 and 2, no match on other
dimensions.

To be consistent with the literature, reduce the number of missing datapoints, mitigate serial
correlation and make the data compatible with right-hand side variables, we created five-
year and ten-year averages from the aforementioned samples of the underlying data.*

27 The WIID has four quality ratings: 1 indicates that the income concept is known and the survey
methodologically sound; 2 indicates that either the income concept is problematic, or that the primary
source is problematic or unknown; 3 indicates that both the income concept and source are problematic
or unknown; 4 indicates a memorandum, based in many cases on unreliable sources.

28 Adding Q3 and Q4 surveys and dropping the population matching restriction yields 1,201 country-
year observations. Matching on Polity eliminates Barbados (2 observations), Bahamas (2), Hong Kong
(5), Guyana (1), Luxembourg (1) and Puerto Rico (2). Using data for 1960 to the present day eliminates
17 observations.

2 Mexico, for example, had three Quality 1 surveys in 2000, all of which were comparable on all seven
dimensions; yet the calculated Gini coefficients ranged from 53.2 to 55.6.

30 Li, Squire and Zou and Chong used five-year averages; Reuveny and Li used ten-year averages.
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TABLE 1 Democracy and Inequality, Pairwise Correlations: Panels A and B

Easterly/DS measures

1960s 1970s 1980s 1990s
WIID Gini measures average average average average
Panel A: Reuveny & Li sample
Gini National 0.9909 0.9707 0.9719 0.9186
Gini Quality 1&2 0.8548 0.9371 0.9373 0.9240
Gini Quality 1&2 pop consistent 0.7947 0.9331 0.9455 0.9212
Gini Quality 1&2 income consistent 0.7944 0.9366 0.9552 0.9489
Gini Quality 1, pop&income consistent 0.6130 0.8729 0.9176 0.9073
Panel B: Full sample
Gini National 0.9868 0.9809 0.9476 0.8883
Gini Quality 1&2 0.8770 0.9305 0.9390 0.9001
Gini Quality 1&2 pop consistent 0.8415 0.9254 0.9482 0.8944
Gini Quality 1&2 income consistent 0.8424 0.9282 0.9533 0.9132
Gini Quality 1, pop&income consistent 0.7235 0.8893 0.9521 0.8820

Because there were still a large number of missing values for the inequality measures and for
the right-hand side variables introduced later, we also used multiple imputation to ensure
that selection bias was not contaminating our conclusions.>’ For our analysis, we used the
WIID’s ‘preferred’ Gini measure as our benchmark-dependent variable, but also tested with
other permutations of the dependent variable (such as taking into account the recommended
income and tax adjustments).*

Table 1 presents pairwise correlation matrices. Panels A and B compare the WIID Gini
measures with different samples of the underlying data vis-a-vis Easterly’s measure
(decade averages), using Reuveny and Li’s country sample and the full country sample.
Table 2 shows the pairwise correlations between our various measures of inequality
(five-year averages, all countries) and different common measures of democracy, Polity
and Freedom House.* The measures of inequality from the various samples are highly
correlated with each other, but not with the two measures of democracy; for there to be a
systematic relationship between democracy and inequality, most of the work must come
from the econometric model and/or conditioning variables.

31 James Honacker, Gary King and Matthew Blackwell, ‘Amelia IT: A Program for Missing Data’,
V1.1-34, 2008. See Table 5 in the SSRN version.

32 Unlike DS, WIID reports two Gini coefficients: a ‘preferred” one and the original from the study. We
made the ‘preferred’ Gini our benchmark, but also tested with the ‘reported’ Gini; with and without the
recommended income adjustments (e.g. adding 6.6 to expenditure-based surveys and 3 to post-tax surveys);
with and without the logit transformation; and with Reuveny and Li’s sample (when possible) and other
samples (e.g., all countries, countries with more than observations). Note that the tax adjustment was
applied to surveys based on disposable income and net earnings. The various permutations of the
dependent variable were inconsequential in terms of our results for democracy; they did, however, affect
our control variables.

3 Monty Marshall, Keith Jaggers and Ted Gurr, Polity IV Project: Regime Characteristics 1800-2004
(College Park: University of Maryland, 2007); Freedom House, Freedom in the World (Panel Dataset,
2007).
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TABLE 2 Democracy and Inequality: Correlation Matrix, WIID Gini Measures & Democracy, Full Sample, Five-year Averages

) (@) (€) 4) ) (©6) () ®) © 10

Gini National (1) 1.000

Gini Quality 1&2 2 09739 1

Gini Quality 1&2 pop consistent 3) 0.9668 09932 1

Gini Quality 1 4 0.9490 0.9807 0.9869 1

Gini National income adjusted 5 0.9814 09601 0.9518 0.9458 1

Gini Quality 1&2 income adj. 6) 0.9648 0.9843 09756 0.9722 09784 1

Gini Quality 1&2 pop consistent inc. adj (7) 0.9547 09741 0.9814 09778 0.9719 0.9932 1

Gini Quality 1 income adj ®) 0.9434  0.9751 09809 0.9852 09616 0.9885 0.9939 1

Polity3 (9 —0.1051 —0.0875 —0.1172 —0.1641 —0.1504 —0.1329 —0.1773 —0.2100 1
Freedom House (10)  0.1759 0.1836  0.2183  0.3129 0.2441 0.2470 0.2940 0.3688 —0.9113 1
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The Baseline Statistical Model

We start with Reuveny and Li’s specification and measures.** Their model asks whether
higher levels of democracy (and globalization) are contemporaneously associated with
lower levels of inequality — in effect, an MV-style analysis. They run the following OLS
model with clustered standard errors:

Yi =a+ B1(Yi—1) + Bo(X1ii) + B3(X3i) + B4(Xaii) + &,

where Y = Gini; X; =democracy (Polity 0-20); X, = globalization controls (FDI/gdp,
trade/gdp, portfolio inflows/gdp);*> and X3 = economic controls (GDPPC, GDPPC?).

Their sensitivity analysis includes fixed effects for units and decade. Table 3 shows their
econometric model with WIID’s preferred Gini measure and the logit transformation.
Columns 1 and 2 present their original results with and without country fixed-effects;
Columns 3 and 4 present our equivalent specifications with the same countries they report
and the same underlying sample of surveys (all national surveys), but with an additional
decade of data; Columns 5 and 6 present the equivalent models with more restrictive
sample criteria for the surveys (all national, only quality 1 and 2).*® In no case (with the
reported or not reported models) is Polity negative and significant, even without the
lagged dependent variable or Eastern Europe countries. In fact, Polity is positive much of
the time, especially with the sample restricted to higher quality observations.®’

It is certainly possible that these models are incorrectly specified: most of the variables
are insignificant; many of the variables that could explain the causes of economic
inequality have not been included; it is not clear whether the dependent variable is stationary;
and different theories suggest different tests. Hence, we modify the econometric framework
and control variables and add alternative measures of democracy. Our benchmark
measure of democracy remains the (0-20) Polity scale since it is standard in this literature;
we also used several binary measures derived from the Polity scale (using 6, 11 and 14 on
the Polity scale as thresholds for democracy), and Freedom House’s combined political
rights and civil liberties indices divided by two.*®

We now estimate the following models using five-year averages:

(1) levels regressions with contemporancous and lagged values of Polity, allowing for
deferred/cumulative effects, along the lines of the human capital story;>’

34 Unless otherwise noted, data for the control variables come from the World Bank, World Development
Indicators (Washington, D.C.: World Bank, 2007/2008).

35 Portfolio inflows are no longer reported for many countries; since the theoretical rationale for
portfolio inflows was thin and it was never significant in their tests, we exclude it (gdp = gross domestic
product).

36 We favour Models 4 and 6 because the fixed effects are jointly significant.

37 Results with other data samples are available from the author.

38 While perhaps no measure of democracy adequately captures the (most) relevant theoretical concept
of a leftward shift in the median-voter/citizen, we presume that moving up the Polity scale or down the
Freedom House scale is a close approximation. The Polity measures are highly correlated with alternative
measures, notably those found in Tatu Vananhen, ‘A New Dataset for Measuring Democracy,
1810-1998°, Journal of Peace Research, 37 (2000), 251-65. They have also faired reasonably well in
head-to-head comparisons. But they are clearly imperfect, especially when interpreted linearly. See, for
example, Axel Hadenius and Jan Teorell, ‘Same, Same — But Different: Assessing Alternative Indices of
Democracy’ (unpublished paper, University of Uppsala, 2005).

3 We backtracked Polity to 1950 and ran an auto-regressive distributed lag model with 1-3 lags of
Polity (i.e. up to T_,); the joint significance of the lags was assessed with a Wald test. These models test
the relationship between inequality and the average level of democracy over time.
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TABLE 3 Replicating Reuveny and Li with the Updated WIID Data, Same Country Sample
Our results with R&L country Our results with R&L country sample,
Reuveny & Li sample and all national surveys but only Q1&2 national surveys
Model 1 Model 2 Model 3 Model 4 Model 5 Model 6
DV, 0.7181 0.0290 0.7183 0.0069 0.7768 0.2278
(0.0590)** (0.1839) (0.0616)** (0.1698) (0.0485)** (0.1415)
Polity —0.0125 —0.0111+ —0.0017 —0.0048 0.0031 0.0088+
(0.0033)** (0.0076) (0.0030) (0.0065) (0.0033) (0.0052)
TradeGDP*1000 —1.300 —2.500 —0.6403 0.0296 —1.1105 —1.2569
(0.600)* (2.600) (0.5173) (1.3145) (0.4555)* (1.1888)
FDI_net 0.0632 0.0586 0.0355 0.0145 0.0376 0.0322
(0.0229)** (0.0335)* (0.0113)** (0.0181) (0.0078)** (0.0215)
Portfolio Inflows 0.0074 0.0096 n/a n/a n/a n/a
(0.0166) (0.0157)
GDPPCPPP*1000 —0.0191 —0.0396 —0.0122 0.0025 —0.0181 —0.0283
(0.0108) (0.0262) (0.0065) (0.0238) (0.0084)* (0.0196)
GDPPCPPP**1000000 0.0190 0.0127+ 0.0001 —0.0002 0.0003 0.0004
(0.0440) (0.0081) (0.0002) (0.0005) (0.0002) (0.0004)
Constant —0.1307 —0.1399 —0.0179 —0.1766 —0.0045 —0.3144
(0.0402)** (0.1323) (0.0572) (0.5232) (0.0430) (0.2069)
N, Groups 142 142 210, 69 210, 69 123, 53 123, 53
Adj. R 0.69 0.92 0.7203 0.8381 0.8762 0.9007
F FE-units none yes none 0.0000 none 0.0000

Notes: + significant at 10%; * significant at 5%; ** significant at 1%. OLS models with clustered standard errors. Models 1 and 2 present
Reuveny and Li’s main reported results in their Table 1, Column 1 and Table 2, Column 4. Models 3 and 4 present the results we obtain using
the same countries as they report, using all national surveys. Models 5 and 6 present our results with one sample restriction (only Quality 1 and
2 surveys). As noted in the text, we could not include Portfolio Inflows. To make the results appear as something besides zeros in the table, the
coefficients and standard errors for Trade and GDPPCPPP have been multiplied by 1,000; GDPPCPPP? has been multiplied by 1,000,000. A
list of countries in each model is available from the author. Results from other samples and with other permutations of the dependent variable
are available.
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(2) instrumental variables with | lag of the independent variables as instruments; and
(3) an error correction model (ECM), allowing us to assess whether the variables change
simultaneously and/or converge in equilibrium.

Of the three available options, we prefer the ECM.* While endogeneity is not
addressed, the ECM rests primarily on the relatively mild assumption that the first
differences are stationary; the levels regressions, by contrast, will be biased because of the
lagged DV and short-time series, while the IV regressions are probably not identified,
given persistence in the disturbance term.*! Our model is:

AYy = o+ B1(Yio1) + Po(AXi) + B3(Xi1) + Bo(AZ:) + Bs(Zir—1) + Bs(S1) + B7(L) + &in, ™

where X;, is a measure of democracy; Z;, is a vector of economic, demographic and social
factors linked to inequality; &, are fixed effects for years (generally insignificant); and ¢;
are fixed effects for countries.

Conditioning Variables

While there are myriad causes of inequality, the general framework that is thought to
offer the most traction — the human capital model — posits that inequality is driven by
mismatches between the supply and demand of factors of production, notably skills.**
While neither demand nor supply can be observed, the literature suggests some proxies.
To capture human capital, we use several measures of education, notably the percentage
of people age 15+ who have completed secondary education.** This measure is largely
a stock variable, but it is correlated with Polity (0.60) and might be causally related
to democracy, biasing the democracy coefficient downward. We run the models with
secondary education on the right-hand side. We also use a two-stage model in which we
regress democracy on secondary education and use the residual for the second stage; the
democracy coefficient now includes any indirect effects that work through education.*’

40 We tried to fit generalized method of moments (GMM) models with deeper lags of the relevant
variables. Unfortunately, there were insufficient observations.

4 Endogenous selection is a potential threat, though perhaps not a grave one. The literature typically
suggests that democracy and egalitarian income distributions are reinforcing (e.g., Boix, Democracy and
Redistribution). If true, OLS would be biased in favour of finding a negative relationship between
democracy and inequality, contrary to our non-finding. As a simple check for selection problems, we ran
binary regressions (logit, probit and gompit) to estimate the determinants of democracy (0—-1 dummy). In
those tests (shown in the SSRN version), neither Gini nor Gini> had any predictive power in terms of
determining which becomes a democracy — consistent with a recent analysis by Martin Gassebner,
Michael Lamla and James Vreeland, ‘Extreme Bounds of Democracy’ (unpublished paper, Swiss Federal
Institute of Technology, Zurich, 2008).

42 We present models with both lagged levels and first differences for Polity given that some theories
suggest simultaneous changes, while others suggest an equilibrium relationship. Models without any first
differences and models with a full set of first differences can be found in the SSRN version.

43 For a summary, see Katz and Autor, ‘Changes in the Wage Structure and Earnings Inequality’.

44 The data come from Robert Barro and Jong-Wa Lee, International Data on Educational Attainment:
Updates and Implications’, Oxford Economic Papers, 53 (2001), 541-63. They provide multiple measures of
education. Theoretically, a measure reflecting the dispersion of human capital should be most relevant (e.g.,
the difference between the percentage of people with no schooling and those with university education);
empirically, secondary education completed fits the data well. Changing the measure of human capital or
excluding it altogether does not change the democracy result.

45 Results from the first stage are available.
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Controls for the economy (arguably, the demand for labour) include: per capita
income (logged), as well as industry and manufacturing value-added as a percentage
of GDP. Controls used, but not shown here, include: urban population (percentage),
the dependency ratio (percentage), the migration stock (percentage) and female labour
participation rates (percentage).*® Finally, the literature on the determinants of inequality
strongly implicates the financial system.*’ Less developed financial systems inhibit
the poor from borrowing to invest in skills or undertake entrepreneurial activities,
exacerbating inequality. Likewise, high inflation may increase inequality because the
poor have less access to institutions that index earnings/assets, notably banks and formal
sector jobs. To capture such stories, we included: inflation (logged), bank credit (% GDP)
and monetary aggregates (M2, M3, % GDP, logged). Only inflation proved to add
value.*®

Table 4 presents the main results with our preferred controls, using only fixed-effects
specifications.* Models 1-5 use Reuveny and Li’s country sample; Models 6-10 use all
countries with at least two consecutive observations. We only present models with Sample
1; it is (generally) most favourable to the proposition that democracy reduces economic
inequality and is the only one which yields consistent results. In Table 4, the point
estimates on Polity are negative in both levels and first differences, but they are far from
significant. A handful of the control variables one might link to inequality — secondary
education, value-added in manufacturing and inflation — by contrast, are generally
significant at or around the 10 per cent level, even with jackknifed models (Columns 5
and 10).>° These results/non-results are also fairly similar in levels (not shown) and IV
specifications.”’

CONCLUSIONS

This article has asked whether and how democracy reduces economic inequality. We did
so because the most recent statistical findings about democracy and inequality seemed
incongruent with numerous country experiences. It would be hard to find a young

46 The SSRN version gives details of these controls.

47 See Roland Bénabou, ‘Inequality and Growth’, in Ben Bernanke and Julio Rotemberg, eds, NBER
Macroeconomics Annual (Cambridge, Mass.: MIT Press, 1996), pp. 11-74.

“® To retain observations, negative values for inflation were replaced with infinitesimal positive values
(e.g., 0.0000009) in a way that preserved the rank order (GDP = Gross Domestic Product.)

4 Establishing a preferred specification posed a challenge because missing data changed the
sample; secondary education and female labour force participation particularly constrained the sample.
Secondary education reduced the width, while female labour force participation reduced the time
dimension (to post-1985 observations). We choose to include secondary education in the reported results,
despite the loss of observations, because it was one of only three relatively robust controls, with inflation
(logged) and manufacturing value-added being the others. The results for a fourth one variable GDPPC
(logged) depended on the other conditioning variables in the model. None of the other control variables
consistently had T-stats above 1. Because changing the control variables (within our universe of potential
covariates) does not alter the conclusions about Polity/democracy, models with non-robust controls have
been relegated to the SSRN version.

59 Dropping the lagged DV and/or the unit FE does not alter this conclusion. Neither does changing
the definition of democracy (Table 3B in the SSRN version) or moving to any other data configuration.

ST We ran multiple IV specifications, ranging from merely including the lag of polity as an instrument
for polity to specifications in which most right-hand side variables, including the lagged DV, were
instrumented with their lags. With IV regressions, the point estimate on Polity was generally positive, even
with the most favourable data sample.
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TABLE 4 Democracy and Inequality, ECM, WIID Gini Indicator, Data Sample 1 (national surveys), Five-year Averages, with
First Differences for Democracy

RL Sample ECM Full Sample ECM

Model 1 Model 2 Model 3 Model4 Model 5 Model 6 Model 7 Model 8 Model 9 Model 10
AGini AGini AGini  AGini_log AGini_log AGini AGini AGini  AGini_log AGini_log

DV, —0.893 —0.893 —0.887 —0.899 —0.899 —-0.911 —-0.911 —0.906 -0.917 -0.917
(0.086)** (0.086)** (0.073)** (0.086)** (0.085)** (0.087)** (0.087)** (0.072)** (0.086)** (0.081)**
APolity —0.075 —0.075 —0.003 —0.003 —0.057 —0.057 —0.002 —0.002
(0.180) (0.180) (0.007) (0.007) (0.184) (0.184) (0.007) (0.007)
Polity,—; —0.085 —0.130 —0.006 —0.006 —0.036 —0.087 —0.004 —0.004
(0.135) (0.140) (0.006) (0.006) (0.145) (0.149) (0.006) (0.006)
AFreedom House 0.318 0.218
(0.929) (0.915)
Freedom House,_; 0.352 0.270
(0.785) 0.785)
GDPPCPPP(log),—; 4.237 4.237 3.879 0.183 0.183 4.453 4.453 4.280 0.192 0.192
(2.012)*  (2.012)*  (1.936)*  (0.090)*  (0.119) (2.009)*  (2.009)* (1.88D)*  (0.090)*  (0.109)+
Inflation (log),— 0.606 0.606 0.577 0.026 0.026 0.697 0.697 0.687 0.029 0.029
(0.336)+ (0.336)+ (0.376) (0.015)+ (0.017) (0.314)*  (0.314)*  (0.356)+ (0.013)*  (0.014)*
Manufacturing VA,—; —0.254 —0.254 —0.261 —0.011 —0.011 —0.269 -0.269 —0.276 —0.011 —0.011
(0.132)+ (0.132)+ (0.144)+ (0.006)+ (0.006)+ (0.139)+ (0.139)+ (0.143)+ (0.006)+ (0.006)+
Secondary_education,_; —0.081 —0.091
(0.047)+ (0.050)+
Res_Secondary,_ —0.081 —0.083 —0.003 —0.003 —0.091 —0.091 —0.004 —0.004
(0.047)+ (0.048)+ (0.002)+ (0.002)+ (0.050)+  (0.050)+ (0.002)+  (0.002)*
N, 167 167 167 167 167 193 193 193 193 193
Groups 54 54 54 54 54 72 72 72 72 72

Notes: + significant at 10%; * significant at 5%; ** significant at 1%. All models use data sample 1. Error correction models (1-10) estimated
with clustered standard errors and unit fixed effects. Models 1-5 only use countries in the Reuveny—Li sample. Models 6-11 use all countries
with at least 2 consecutive observations. _log indicates a logit transformation of the dependent variable. Res_Secondary represents the
component of education that is uncorrelated with the relevant measures of democracy (the first stage results are available). Models 5 and 10
have been jackknifed. For space reasons, the constants have been omitted. A variety of alternative specifications can be found in the SSRN
version of this article.

YSL

SNOWNIL


https://doi.org/10.1017/S0007123410000165

Does Democracy Reduce Economic Inequality? 755

democracy in which inequality has declined significantly, especially an abrupt fall along
the lines of the MV model.>* If anything, most of the rapid changes — from Eastern
Europe — go in the other direction.”® Nevertheless, a series of articles — all based on the DS
data — reported that democracy reduces inequality. While trusting the scholars, we
doubted the results. Our finding is clear: the updated WIID does not indicate a systematic
relationship between democracy and inequality in either pooled cross-sections (Table 3,
Models 1, 3 and 5) or panels (all other models). This conclusion is consistent across a
variety of measures of democracy, samples and statistical models, regardless of whether
contemporaneous levels, lagged levels or first differences are employed.

One question is what would alter these ‘non-findings’? Besides the most obvious answer —
more data — several possibilities spring to mind. First, one could structure the data
differently. We cut it a variety of ways — including most (if not all) of the ways used in the
literature to report a negative and significant finding — but did not exhaust the possibilities.
Secondly, one could address selection problems, caused by the fact that democracy may not
be randomly distributed and/or by missing data. We imputed datasets with different
selection criteria (for example, all countries with one Gini observation, all countries with
more than four observations).”* Using imputed data increased the likelihood of finding
Polity positive and significant, but establishing consistent results proved difficult. Because
the imputations provided no reason to alter our main conclusion, they are not shown here
but can be seen in the SSRN version. Thirdly, one could make better use of instrumental
variables (with more data or ingenuity). We used three-stage least-squares and tried the
generalized method of moments (GMM), but our GMM models did not satisfy the
requisite technical criteria.

A second question is, so what? This exercise matters for several reasons. First, it
captures the relationship between democracy and economic inequality, as reflected in the
existing data, more accurately. Democracy has many virtues, but reducing inequality may
not be one of them. Secondly, it teaches prudence. The WIID data is, arguably, the best
source for comparisons along the lines of those executed here, but it is still thin for reliable
inferences: With just an additional decade of data, we obtained considerably different
results using the same countries and nearly identical specifications.>

Given these (non) findings and others along the same lines, we end with some
questions.*® Is democracy really a distributional game? If so, why doesn’t it show up more

52 Spain probably comes closest. Even there, however, the decline was gradual, modest and ephemeral
(see Leandro Prados de la Escosura, ‘Inequality, Poverty and the Kuznets Curve in Spain, 1850-2000’
(Working Papers in Economic History 07—13, Universidad Carlos de Madrid, 2007).

53 See Michael Férster, David Jesuit and Timothy Smeeding, ‘Regional Poverty and Income Inequality
in Central and Eastern Europe: Evidence from the Luxembourg Income Study’, UNO-WIDER Working
Paper No. 65 (Helsinki: World Institute for Development Economics Research of the United Nations
University, 2003).

% Honacker ef al., ‘Amelia II: A Program for Missing Data’.

35 Several reasons for the different findings stand out. First, Easterly’s version of DS contained
some unusual observations, notably for Argentina. These observations appear to have been influential
(omitting them reduces the significance level of Polity, even using just pre-1997 data). Secondly, we added
additional years for a number of countries, generating many of the sign switches in Table 3. Finally, we
added more countries (Table 4).

56 Mulligan et al., ‘Do Democracies Have Different Public Policies than Nondemocracies?’; Michael
Ross, ‘Is Democracy Good for the Poor?” American Journal of Political Science, 50 (2006), 860—74; Ken
Scheve and David Stasavage, ‘Institutions, Partisanship, and Inequality in the Long Run’, World Politics,
61 (2009), 215-53.
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readily in the data? There are myriad possibilities. Four stand out. One possibility is that
the quantity, quality and level of aggregation in the data obscure the realities on the
ground. Democracy may well alter the distributional composition of taxes and public
spending in ways that reduce post-tax inequality, especially in terms of consumption;
these changes may even be large in magnitude, but too subtle to be captured by relatively
aggregated data. One can readily find cases (such as Brazil) where the consumption
of public services clearly became more progressive following democratization.’’
Whether there is a systematic relationship would clearly be worth exploring with micro-
level data.

A second possibility is that the relationship between democracy and inequality is
not just a question of whether or how, but when. That is, perhaps democracy mitigates (or
increases) inequality in conjunction with factors we have not considered, such as the
initial distribution of preferences over outcomes, the level of social trust, the quality of
governance, and the nature and initial distribution of assets. To take just one example:
the assumption of the median-voter model is that people maximize money (as opposed to,
say, social solidarity); if that assumption were true sometimes, but not other times,
we would expect different outcomes even with the same institutions. While the fixed
effects and lagged dependent variable in our models should capture the effects of any
persistent variables, such as preferences over outcomes, a more conceptually sophisticated
analysis might identify interactions that we have overlooked. As such, the next logical
step in this research agenda might be to identify the conditions under which democracy
changes the distribution of income and assets, thereby answering when, not just whether
and how.

A third possibility is that whatever gains democracy may make on the net side, markets
may offset on the gross side: democracy implies that individuals have more freedom both
to achieve and to fail. If there were considerable heterogeneity in initial talents (broadly
defined), democracy might well increase pre-tax inequality as a small group of skilled, but
heretofore constrained, earners leverage new opportunities. One can find cases (as in
Eastern Europe) where this is almost certainly the case.

A fourth possibility is that our understanding of how democracy works is flawed. The
power of the MV model resides in its simplicity, but the model caricatures democracy
(and non-democracy), a point that has been made before, but bears reiterating.”® The
empirical literature indicates that politics is rarely a one-dimensional game.>® And as soon
as we move into multi-dimensional space, the distributional predictions of the MV model
break down.®® Even when politics gets reduced to one dimension, the ability of the government
to command is limited, especially in developing countries. Simply put: even if governments can
identify the MV, they face multiple constraints, not least of which is obtaining compliance
from people above the median. Moreover, real-world democracies have numerous features —
districts, primaries, electoral systems, supreme courts — that blur the mapping of votes into
seats and the translation of preferences into outcomes. As any student of comparative politics

57 Carlos Ramos, ‘Impacto Distributivo do Gasto Publico: Uma Analise a Partir da PCV/1998’, Textos
para Discussdo, No. 732 (Rio de Janeiro: Instituto de Pesquisa Economica, 2000).

8 See, for example, Dimitri Landa and Ethan Kapstein, ‘Inequality, Growth and Democracy’, World
Politics, 53 (2001), 264-96.

% Michael Laver and W. Ben Hunt, Policy and Party Competition (London: Routledge, 1992).

0 John Roemer, ‘Why the Poor Do Not Expropriate the Rich: An Old Argument in New Garb’,
Journal of Public Economics, 70 (1998), 399-424.
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knows, these features may matter more than does the level of democracy for many outcomes,
including inequality.®' Finally, the standard regime type/redistribution hypothesis hinges on
strong assumptions about non-democracies — assumptions that are simply not consistent with
the empirical record. In other words, the primary problem may not be data; it may be the
expectation that a change in regime type will instantly alter the distribution of income,
along the lines predicted by the median-voter model.

61 The relationship between democratic forms and inequality is worth exploring. We confined ourselves
to the democracy/non-democracy distinction for several reasons: first, it is consistent with the theories
we worked with; secondly, the data do not readily lend themselves to such an analysis because changes in
the form of democracy are rare. For contrasting views, see: Torben Iversen and David Soskice, ‘Electoral
Institutions and the Politics of Coalitions: Why Some Democracies Redistribute More than Others’,
American Political Science Review, 100 (2006), 165-81; and T. S. Aidt, Jayasri Dutta and Elena
Loukoianovo, ‘Democracy Comes to Europe: Franchise Extension and Fiscal Outcomes 1830-1938’,
European Economic Review, 50 (2006), 249-83.

https://doi.org/10.1017/S0007123410000165 Published online by Cambridge University Press


https://doi.org/10.1017/S0007123410000165

