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Protection of property rights, as well as the burden of fiscal redistribution, have 
long been viewed as growth related factors. It is argued here that 
democratization may affect both. As the economy becomes more democratic, 
it creates high quality institutions such as public protection of property rights, 
but also becomes more responsive to fiscal demands. The analysis – which, 
we argue, is consistent with existing evidence – reveals that the net effect is 
likely to increase growth while at the same time reducing inequality. We also 
introduce the concept of a political bias and argue that its gradual reduction is 
the means to indirectly commit to high quality institutions. All this indicates, in 
particular, a strong link between democracy and institutional quality. 
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1. Intro duction 

While recent literature has produced abundant evidence that good institutions, i.e., the rule of 

law and the protection of property rights, are essential for productive investment and 

economic growth,1 the mechanisms through which these institutions emerge and operate are 

much less clear.  O lson, 1993, has forcefully argued that democracies, as opposed to 

autocracies, are much more likely to develop framework conducive to the rule of law and 

protection of property rights, thereby promoting economic prosperity.2  In contrast, one could 

make up a long list of classical writers who were suspicious of the virtues of democracy 

precisely because of the concern that it would undermine property rights.3 

 The emergence of mass democracies in the last century, in particular, in the post 

World War II period, provides an opportunity to reassess these divergent perspectives.  

Arguably several pieces of empirical evidence support the former thesis thus rebuffing the 

classical thinkers’ concerns.  For one, there is a strong correlation between measures of 

democracy and those of property rights protection.  The International Country Risk Guide 

(ICRG) published by a private consulting group contains indices pertaining to various aspects 

of governance across countries since the 1970s.  The Freedom House has been publishing 

measures of property rights protection for the past several decades.  The correlation between 

an index of democratic governance from ICRG and Freedom House’s measures is about 0.75.  

Mulligan et al., 2004, using POLITY IV data find the correlation between their democracy 

                                                                 
1 See Acemoglu et al., 2002, Hall and Jones, 1999, Knack and Keefer, 1995, Rodrik et al., 2004; while all this 
work relies on macroeconomic evidence using cross-country regressions, Besley, 1995, is an example of a 
microeconomic approach. 
2 More recently, Acemoglu, 2004, points out that institutional choices are endogenous to the political system in 
place and that institutional features relevant for growth such as the degree of property rights’ protection and law 
enforcement, are themselves the outcome of political choices.   
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index and civil liberties from Freedom House to be 0.55; they also document case studies of 

democratic transitions in Spain, Portugal, and Greece, which resulted in improvement in 

these countries human rights’ record.   

 Additionally, democratic governance seems to be associated with better growth 

performance as established in the recent analysis of Papaionnou and Siourounis, 2004, which 

carefully documents episodes of democratization and reveals that it is associated with an almost 

one percent increase in real per capita growth in the medium run of five to seven years 

afterwards.  In a related work, Rodrik and Wacziarg, 2005, using a somewhat different 

methodology concur with this basic conclusion, arguing that democratic transitions generally 

tend to improve growth performance.4  Persson, 2005, finds that democratic transitions, 

specifically, introduction of a parliamentary democracy, induces better institutions, protection of 

property rights, and consequently, growth.   Fidrmuc, 2003, examines the growth effects of post-

communist trans ition to democratic regimes discerning an indirect positive effect whereby a 

democratic transition caused economic liberalization, which then spurred growth in the sample 

countries. Establishment of drastically different institutional regimes as a result of externally 

imposed division of Germany in the wake of the cold war presents an almost natural 

experiment to confirm the importance of institutional quality for economic performance.  

West and East Germany little differed from the point of view of economic development prior 

to the country’s division in 1948, and some regions in East Germany such as Saxony were 

among the more prosperous in the country; forty year later, just prior to their reunification, 

the level of per capita income in the democratic West Germany was at least four times as 

high as that in East Germany. 

                                                                                                                                                                                                          
3 It would include Plato, Thomas Macaulay, John Stuart Mill, Karl Marx, and James Madison, among many 
other progressive thinkers of the day; cf., “democracies… have ever been found incompatible with personal 
security or the rights of property” (Madison, 1788). 
4 See also Minier, 1998, who reports similar results.  These findings run contrary to some previous research, 
which fails to find significant growth effects of democracy, see Barro, 1996, and Przeworski and Limongi, 1993, 
Tavares and Wacziarg, 2001 (although the latter authors do find a robust effect of democracy on education). 
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 One way to try and reconcile this empirical evidence with the classical perspective is 

by interpreting the latter as a concern that democratization may lead to fiscal pressures 

potentially detrimental for investment and growth. Indeed, in all advanced countries the role 

and the size of government have drastically changed in the course of the past century, 

accompanied by an increase in taxation to finance the growing government obligations.5  This 

is seemingly consistent with some of the classical writers’ predictions, notably De 

Tocqueville, 1835, followed by Meltzer and Richard’s, 1981, important work suggesting that 

political pressure through democratic voting is likely to generate an increase in the size of 

government.  Yet, the emerging empirical evidence on the effect of democracy on 

redistribution can hardly be interpreted as unambiguous: in fact, our interpretation of the 

existing evidence discussed more in detail in the last section of the paper is that the 

relationship is very moderate at best.  Further,  while economists are acutely aware of 

potential adverse effects of the burden of redistributive taxation on economic growth – a 

concern articulated in several influential theories , such as, for example, Alesina and Rodrik, 

1994, and Persson and Tabellini, 1994 – a look at the data does not indicate growth 

slowdown over the past century.  In contrast, as indicated in Lindert’s, 2004, careful 

historical analysis, advanced economies have grown more rapidly than ever before despite 

the increase in the tax burden.  Easterly and Rebelo, 1993a, 1993b, using various measures of 

the tax burden, similarly fail to uncover any robust effect on growth in a more recent sample: 

only a measure based on the marginal tax burden seems to be detrimental for growth, but 

even this relationship is only significant at the 5% level.  Perotti, 1996, too, fails to uncover  

detrimental growth effects of redistribution. 

 This apparent contradiction is the point of departure for this paper’s argument.  

According to the view presented here, an economy is characterized by its prevailing tax 

                                                                 
5 The panel data assembled in Easterly and Rebelo, 1993a, that covers the years 1870-1988 clearly illustrates the 
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policy but also by institutional quality, specifically, the degree of public property rights 

protection.  Both determine the economy’s evolution, in particular, its growth potential.  

Income is a major determinant of the political attitudes with respect to both: richer 

individuals prefer smaller taxes as well as weaker public protection of property rights.  The 

concept of a political bias we introduce here represents a measure of the departure from 

democratic decision making and in favor of the wealthy oligarchy. It generalizes the concept  

of a voting franchise traditionally employed in the literature and, as argued below, can be 

more useful as well as institutionally more accurate.  Democratization, or a reduction in the 

political bias, by increasing the political power of low income individuals at the expense of 

the rich ones does lead to an increase in the tax burden; but also to an improvement in 

institutional quality.  While the effect of the former is to slow the economy’s growth, the 

latter acts to accelerate it.  On balance, however, we find that, unless the cost of enforcement 

is large, the latter effect dominates, implying that democratization leads to faster growth 

despite the heavier redistributive taxation it also implies. 

 We also study the consequences of inability to directly precommit.  Specifically, when 

commitment to institutional quality is not credible, democratization – or, a gradual reduction in 

the political bias - is a commitment mechanism to ensure stronger protection of property rights.   

 This paper belongs to Olson’s, 1993, tradition in promoting the view that democracy 

brings economic prosperity through institutional improvement, such as the security of 

property rights.  The comparison between political systems in their impact on property rights 

protection is related to recent work Cervellati et al., 2005.  It is also related to Acemoglu, 

2004, which compares oligarchic and democratic systems arguing that the former tends to 

erect barriers to entry, whereas the latter results in more redistribution; here we emphasize the 

tendency of oligarchic regimes to undermine property rights protection, which is different 

                                                                                                                                                                                                          
working of Wagner’s law, that government tends to grow disproportionately as the economy develops: the 
relative size of government is strongly associated with the level of development (see Figure 2 there).   
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from entry barriers.  And it generalizes Sonin, 2003, in simultaneously considering the 

determination of institutional quality and fiscal policy.  More remotely related is 

Bourguignon and Verdier, 2000, who study how entrenched elites may block education 

reforms because of the fear that they would lead to democratization thus undermining their 

political power.  L lavador and Oxoby, 2005, in a different vein, consider how influential 

elites could benefit by manipulating the franchise and its growth impact.  While all this work 

focuses on political factors, a distinct but related literature branch studies the incentives and 

the consequences of erecting economic barriers to entry as a way to minimize competition, 

see Rajan and Zingales, 2003.  The analysis of gradual democratization extends the previous 

work Jack and Lagunoff, 2003, Gradstein, 2004, and Lagunoff, 2005, and is related to 

Barzel’s, 2001, theory of democratic transition as the means to solve the hold up problem of 

underinvestment under oligarchy; it is well illustrated by the consecutive electoral reforms in 

Britain. 

 The rest of the paper is organized as follows.  The next section presents the basic 

model, whose equilibrium is studied in Section 3.  Section 4 deals with commitment issues, in 

particular presenting the analysis of endogenous gradual democratization, Section 5 discusses 

empirical evidence in the light of the results , and Section 6 concludes with brief remarks. 

 

 

2. Basic model 

The model economy is populated by a measure one of households indexed by i, each 

consisting of a parent and child, and it operates  in discrete time t.  The initial level of 

household i's income is exogenously given at yio, and the income level in period t, yit is 

endogenously determined.  Ft denotes the distribution of income in period t.  

 In each period, the households' income is allocated between consumption, investment 
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in institutional quality, and physical investment.  Let Qt+1 denote the level of institutional 

quality in the next period.  We assume that its cost is proportional to the economy’s current 

income, φ (Qt+1)Yt, 0 < φ  < 1, φ(0) = φ’(0) = 0, φ’ > 0; for analytical simplicity we will assume 

a particular functional form, φ(Qt+1) = αQ t+1, 0 < α < 1.  Moreover, a proportional income tax 

is used to cover this cost, so that household i’s outlay is αQt+1yit.  Since spending on law and 

order typically constitutes less than one percent of the national product, α will be presumed 

small. Then, the individuals allocate resources between investing in institutional quality, 

consumption, cit , productive investment, k it+1, and unproductive investment in rent seeking, 

rit+1.  Normalizing all prices to one, the budget constrain t then is 

 

yit = αQt+1yit + cit + kit+1 + rit+1 (1) 

 

It is assumed that this constraint is binding and that, because of capital market imperfections, 

it is impossible to borrow.  This assumption will imply that richer individuals are able to 

invest more, but also to enhance their claims through rent seeking.  

 Investment is taxed at the rate of Tt; and prevailing institutional quality Qt determines 

the marginal productivity of rent seeking in a manner specified below.  The aggregate next-

period income is 

 

 Yt+1 = A Kt+1 

where A>0 is the exogenous productivity parameter, and K t+1 = ∫ +

1

0
1djk jt  is the aggregate 

investment. 6   

 The shares of aggregate income accrued to the households are determined by both 
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productive investment decisions and rent seeking outlays, in conjunction with the prevailing tax 

rate and institutional quality, as follows: 
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Rent seeking can be interpreted as inducing claims for investment shares, see Gradstein, 

2005, for a more detailed discussion and interpretation.  In particular, it can manifest itself 

through relatively peaceful lobbying or be related to more violent appropriative means. 7  As 

can be seen from (2), higher values of institutional quality reduce the marginal productivity 

of rent seeking; and higher values of the tax rate reduce the marginal productivity of 

individual investment.   

 Then the individual next-period income is determined jointly by productive and 

unproductive individual investments as follows: 

 

yit+1 = sit+1 Yt+1 (3) 

 

Each parent's preferences derive from consumption as well as from the amount of 

income accrued to the child (and are assumed identical to focus on other issues).  This 

specification greatly simplifies the analysis by making current policy choices independent of 

future expectations.  Assuming for concreteness symmetric logarithmic preferences, we write 

the individual household’s utility: 

                                                                                                                                                                                                          
6 The AK technology is considered primarily for simplicity; nothing substantive changes when assuming 
decreasing returns to scale. 
7 The latter are pertinent to many countries in the African continent, for example, which have suffered from civil 
wars and ethnic strife; Easterly and Levine, 1997, document their detrimental growth effect as well as their 
relation to the rule of law.   
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 U(cit, yit+1) = ln(cit) + ln(yit+1) (4) 

 

Collective decisions will be made by a generalized version of a majority rule, which enables 

us to define the notion of a political bias; it is argued below that this notion has both 

modeling advantages and institutional accuracy.  To do this , let wit denote the political weight 

of individual i in period t and let Wt
 denote the distribution of weights in period t.  For the 

purposes of studying the effects of democratization, it will be  useful to define decreases in the 

political bias as a transfer of weights from the population in a higher interval [ζ3, ζ4] to the 

population in a lower interval [ζ1, ζ2], ζ2 <  ζ3.8  Formally, let W and Z be two weight 

distributions; then W has a lower political bias than Z if9  

 

 0)]()([ ≤−∫ dxxZxW
o

ω

   for all    ω > 0 (5) 10 

 

A move from Z to W reduces political bias and can be referred to as democratization.  

Subsequently the implications of such democratization will be studied more in detail.    

 In the basic analysis we first focus on the benchmark case where collective decisions of 

institutional quality and taxation take place pr ior to the individual allocation decisions.  Then we 

study the case where such full commitment cannot be credibly made. 

 

 

 

                                                                 
8 This is analogous to Dalton’s principle of progressive transfers from the measurement of income inequality. 
9 We will omit time subscripts for notational brevity. 
10 This is equivalent to stating that W Lorenz dominates Z. 
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3. Equilibrium analysis: full commitment 

Here we consider the case of full commitment.  Thus, in each period, decisions on 

institutional quality and on the tax rate are first made  by a (weighted) majority voting; then 

each household determines its budget allocation.  Equilibrium requires that these decisions 

are mutually consistent.   

 

3.1. Fixed tax rate and institutional quality   

With Tt and Qt given, each household allocates its income so as to maximize utility.  The 

logarithmic utility assumption along with the multiplicative production function implies that 

each individual household will allocate a constant fraction of its income to consumption and 

another fraction to each type of investment.  Specifically, maximization of the individual 

utility function (4) with respect to consumption, productive investment, and rent seeking 

outlays subject to the budget constraint (1) and the production function (3) yields the 

following first order conditions: 

 

 -1/ cit
  + (1-Tt+1)/ k it+1 = 0,   -1/ cit

  + (1-Qt+1)/ rit+1 = 0,      

  

which, together with the budget constraint, yields the equilibrium choices: 

 

 cit = yit (1-αQt+1)/ (3- Tt+1- Qt+1), k it+1 = (1-Tt+1)yit (1-αQt+1)/ (3- Tt+1- Qt+1),  

 rit+1 = (1-Qt+1)yit (1-αQt+1)/ (3- Tt+1- Qt+1) (6) 

substituting which we obtain: 

 

Kt+1 = ∫ +

1

0
1djk jt = (1-Tt+1)Yt (1-αQt+1)/ (3- Tt+1- Qt+1) (7a) 
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sit+1 = 

∫ ++

++

−−

−−

1

0

2

2

11

11

djy

y

tt

tt

QT
jt

QT
it  (7b) 

 

Equation (7b) already provides some insights into subsequent analysis.  Its differentiation 

with respect to income reveals that – because of credit constraints – richer households are 

able to secure a larger share of the aggregate income.  Moreover, differentiation twice reveals 

that this relationship is strengthened when taxes and institutional quality are low. 

 Substitution into the production function of individual income yields the future 

individual and then aggregate income levels:  
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so that the growth rate is  

 gt = A [
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and further substitution yields indirect utility functions 

 

Vit(Qt+1, Tt+1) = ln[
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For example, assuming that the initial distribution of income, F0, is lognormal, with the 

parameters µ0 and σ0
2; the multiplicative form in (8a) ensures that all future distributions, Ft, 

are lognormal as well, with parameters µt and σt
2, where 

 µt+1= lnA - (2- Tt+1- Qt+1)2σ t
2/2 + ln [

11

2
11

3
)2/)(1)(1(

++

++

−−
+−−

tt

tttt

QT
QT σµα

] (10a) 

  σt+1
2 = (2- Tt+1- Qt+1)2σt

2 (10b) 

and the utility levels in (9) will also be lognormally distributed.  

 Differentiation of (7a) and (8c) reveals that aggregate investment and the economy’s 

growth rate are both decreasing functions of the tax rate Tt+1 and – for the assumed 

moderated values of α  - increasing functions of institutional quality Qt+1.  Moreover, it is also 

easy to see that the cross -derivative of both expressions with respect to Tt+1 and Qt+1 is 

positive indicating that high level of institutional quality moderates the negative inve stment 

and growth impact of redistributive taxation.  Because the concavity of the next-period 

incomes, from (8a), increases both in Tt+1 and Qt+1, it follows that next-period income 

inequality, as measured, for example, by income dispersion under lognorma l distribution, see 

(10b), is larger the smaller the tax rate and the poorer institutional quality.  Moreover, when 

Tt+1 + Qt+1 < 1, incomes diverge over time, whereas when Tt+1 + Q t+1 > 1, incomes converge; 

when Tt+1 + Qt+1 = 1, all incomes grow at a constant rate.11 

 Collecting the results, 

 

Proposition 1 .  Both aggregate investment and next-period income are decreasing functions 

of the tax rate and increasing functions of institutional quality; further, the adverse effect of 

taxes is smaller the stronger institutional quality.  The next -period income inequality is larger 
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the smaller the tax rate and the poorer institutional quality, and income convergence hinges 

upon the sum of the tax rate and the institutional quality parameter being greater than 1. 

 

Taxation here results in a “leaky bucket” type of redistribution from the rich to the poor, see 

Benabou, 2000, for a similar effect.  A better protection of property rights, by restraining rent 

seeking, channels resources into productive investment, while at the same time effectively 

redistributing income in favor of the poor.  Thus, taxation and institutional quality have an 

opposite growth effect, which is consistent with the intution.  Yet, both have a moderating 

inequality effect –  the former by redistributing income, and the latter by decreasing the 

marginal productivity of rent seeking which benefits the rich disproportionately.  

 The moderating effect of institutional quality on the detrimental growth impact of 

taxation is also an important result.  It may, for example, explain why countries with similar 

levels of property rights protection, say, Finland and the USA, have had similar growth rates in 

the past decades despite very different levels of the tax burden.  It may also suggest an 

explanation for the apparent lack of effect of taxes on growth reported in the empirical studies 

discussed in the Introduction.   

 

 

3.2. Political bias and weighted voting  

Before proceeding with the equilibrium determination of the tax rate and institutional quality 

we now pause to examine more closely the concept of a political bias and to define the 

collective decision making rule employed.  We will consider below a generalized majority 

voting defined through a weighting function which induces a political bias.  While muc h of 

the earlier work has focused on voting franchise (see, for example, Cervellati et al., 2005, 

                                                                                                                                                                                                          
11 Taking cross derivative in (10b) establishes that the moderating inequality effect of redistributive taxation is 
more pronounced in cases where the institutional quality is low. 
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Llavador and Oxoby, 2005, and references therein), whereby population was regarded as 

being divided into two classes, franchised and disfranchised, the notion of a political 

inequality or bias, which reflects a weighting of votes makes at least as much sense.  

 For one, weighted (or, plural) voting was a very common practice in many countries 

through the nineteenth century.12  In some countries (such as Belgium and Britain, for 

example) vote weighting by property continued long after property or wealth restrictions had 

been removed, and in some jurisdictions (the UK and part of Australia, for example) it 

prevailed through mid-twentieth century.13  Moreover, political participation is correlated 

with income eve n when the entire population is enfranchised, see Verba et al., 1978.  Another 

reason is that this allows us to go beyond elections and vote counting so as to capture features 

of political influence that include the ability to organize an effective political action – such as 

political parties, labor and trade unions, and lobbying groups.14  The notion of a political bias 

enables us to introduce gradual changes in political participation and influence, which could 

manifest itself in these other forms rather than solely as the privilege to vote and thus could 

potentially be applied to more recent episodes of democratization in developing and transition 

countries, materialized amidst already enfranchised populations.  Finally, the commonly used 

                                                                 
12 Influential liberal thinkers of the time such as John Stuart Mill and Henry Sidgwick, while rejecting limited 
franchise, advocated plural voting thus lending considerable intellectual support for the idea.  Cf., “Though 
every one ought to have a voice, that every one should have an equal voice is a totally different proposition,” 
and "Until there shall have been devised some mode of plural voting, which may assign to education as such the 
degree of superior influence due to it, and sufficient as a counterpoise to the numerical weight of the least 
educated class, for so long the benefits of completely universal suffrage cannot be obtained without bringing 
with them, as it appears to me, more than equivalent evils.” (John Stuart Mill, 1861); and “…a widely extended 
suffrage involves a danger of a different kind: viz. that the ultimate interests of the whole community may be 
sacrificed to the real or apparent class-interests of the numerical majority of the electors, either through 
ignorance or through selfishness and limitation of sympathy… But it may be more or less effectively met by 
giving the wealthier and more educated classes a representation in the legislature out of proportion to their 
numbers. “ (Henry Sidgwick, 18 91, Ch. 20) 
13 Thus, in Belgium economic restrictions on voting were removed in 1892, but according to the electoral law of 
1894 every citizen over thirty-five years of age paying at least 5 francs a year in house tax, had a supplemental 
vote, as had every citizen over twenty-five owning immovable property to the value of 2000 francs. Two 
supplementary votes were given to citizens over twenty-five who possessed a diploma of higher instruction; 
only in 1919 was a one-man -one-vote system adopted.  In Britain, plural vote was finally eliminated only after 
World War II.  (Carstairs, 1980, contains further discussion of the evolution of electoral regulations in different 
countries.) 
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measures of democratization, based on Polity or Freedom House indices, are built from 

several ingredients, such as political and civil liberties, which again go beyond voting 

franchise.  In this sense, our analysis is more directly linked to the empirical research making 

use of these indices, in particular, in their relationship to growth (e.g., Papaionnou and 

Siourounis, 2004, and Rodrik and Wacziarg, 2005). 

 Consider, therefore, an assignment of weights by income for any give n income 

distribution, given by a function w(y; F), w’ > 0, where a normalization, ∫
1

0

)();( ydFFyw = 1, 

can sometimes be useful.  Under the simple majority voting all individual votes have the 

same weight, w(y; F) = 1 or w’ = 0; more generally, with the family of voting rules 

characterized by the income based voting franchise, w(yt; F) = 0 if y < y , and w(yt; F;)  =1/[1-

F(y)] if y   >  y ,  where  y is the threshold value.  In applications below, a decisive voter with 

such weights is the median one in the distribution of weights induced through this 

transformation.  Letting w -1 denote the inverse of the weight function, G  = F(w -1) is the 

weighted distribution of income.   

 Consider now two weight functions, w(y) and z(y), along with the distributions of 

weighted incomes, G and H , respectively induced by them, G = F(w-1) and H = F(z-1).   It then 

follows from the definition of the  political bias that w has less political bias than z if 

 ∫ ∫ ≤−=− −−
y y

dxwFzFdxxGxH
0 0

11 0)]()([)]()([  for all  y > 0 (11) 

 

Then, in particular, letting yd(w) and yd(z) denote the respective weighted medians under the two 

weight functions, it follows immediately that yd(w) < yd(z), so that a smaller political bias 

implies that the distribution generates a lower median.   

                                                                                                                                                                                                          
14 Mobilization for political action is an important factor in political participation as documented in Rosenstone 
and Hansen, 1993. 
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 To summarize, 

 

Proposition 2.  A smaller political bias in favor of the rich implies that the median of the 

weighted distribution of income shifts to a poorer individual.  

 

3.3. Determination of the tax rate and institutional quality   

Anticipating the individual decisions given in sub-section 3.1, the voters choose Tt and Qt.  

These optimal choices maximize the utility in (9).  Assuming for simplicity an internal 

solution, the first order conditions are: 

 

Tt+1 :  
113

2

++ −− tt QT
- ln(yit) - 

11
1

+− tT
+ ∫ ++ −−

1

0

2 )ln(11 djyy jt
QT

jt
tt = 0 (12) 

 

Qt+1:  -
11

2

+− tQα
α  + 

113
2

++ −− tt QT
- ln(yit) + ∫ ++ −−

1

0

2 )ln(11 djyy jt
QT

jt
tt = 0 (13) 

 

We assume that second order conditions hold and that (12) decreases in Tt+1, and (13) decreases 

in Q t+1.  Differentiation of (12) and (13) reveals then that Tt+1 and Qt+1 both decrease in 

individual income.  Moreover, viewed as functions of individual income, the utility function (9) 

satisfies the property of intermediate preferences as defined in Grandmont, 1978; see Persson 

and Tabellini, 2002, Ch. 2, for a simple exposition.15  This implies that a majority voting 

equilibrium exists and, in particular, under one-man-one-vote system is given by equations (12), 

                                                                 
15 Please note that the indirect utilities can be written as follows (the time subscript is omitted): Vi = f(T,Q) + 
χ(yi)h(T,Q), where χ’ > 0, thus satisfying the property. 
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(13) with the income of the median voter, ymt , replacing yit there.16  More generally, it is not 

difficult to see that, for any weighting function w, the intermediate preferences property 

holds, implying that a properly weighted majority voting equilibrium exists; so that the 

decisive voter’s identity is given by G(yd) = ½.  But then Proposition 2 applies with the 

resulting implications for the equilibrium outcome.      

 To summarize these implications , 

 

Proposition 3.  Preferences over the tax rate and institutional quality are a decreasing function 

of individual income.  A (weighted) majority voting equilibrium dete rmining these parameters 

exists; when it is a simple majority voting, the median income voter is decisive.  As the political 

bias changes in favor of the poor, a poorer voter becomes decisive causing an increase in the 

levels of institutional quality and taxes.  

 

3.4. The growth and inequality effects of a political bias    

Recall that political biases determine the extent to which the political system moves away 

from being democratic and becomes oligarchic.  The resulting coa lition changes following an 

increase in political bias imply that richer individuals become decisive.  Because richer 

individuals tend to prefer poorer institutional quality and lower taxes, both of which 

according to Proposition 1 lead to an increase in future inequality, it is clear that political bias 

causes higher inequality, and, in contrast, democratization decreases next-period inequality. 

 Somewhat less clear is the effect on aggregate future income.  Because lowering taxes 

increases investment and future income, whereas poor institutional quality has the opposite 

effect, the net result depends on which of these two is dominant.  To determine this, note that 

                                                                 
16 Note that, under the assumption of lognormal income distribution the median voter’s preferred outcome 

coincides with aggregate welfare maximization.  This is because in such a case, ymt = µt = ∫ ln(y jt)dj; then 
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(12) and (13) implies that 

 
11

1

+− tT
=

11
2

+− tQα
α

, or  Tt+1 = 1 – 1/2α + Q t+1/2  (14) 

 

Substituting from (14) into (8c), the economy’s growth rate can be written as follows: 
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Differentiation and further analysis reveal that when α is small enough, α < 0.125, (15) 

increases in Qt+1, whereas when α is large, α > 0.20, (15) decreases in Qt+1, implying that the 

adverse growth effect of taxation outweighs the beneficial effect of institutional improvement.  

Finally, when 0.125 < α < 0.20, (15) first decreases in Q t+1 but increases afterwards .    

 Empirically, given that spending on law and order constitutes a relatively small fraction 

of the national budget, we consider the first case as the relevant one,17 which implies that a 

decrease in political bias, by enhancing institutional quality while at the same time increasing 

taxation, leads to a higher next-period income.  A similar argument establishes that the same 

holds true with respect to aggregate investment.  Thus, the improvement in institutional quality 

following democratization and the reduction in political bias is the dominating factor in its effect 

on investment and growth.   

 The intermediate range of α is also interesting.  When this is the case, democratization 

may cause an initial slowdown in growth because of the high burden of legal enforcement, 

which rebounds, however, as democratization proceeds further thus enhancing the institutional 

                                                                                                                                                                                                          

aggregate utility, ∫ Vjt dj , is equivalent to that of the median income voter. 
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quality. 

 Summarizing we obtain 

 

Proposition 4.  For empirically plausible values of a parameter measuring the marginal cost of 

enforcement democratization, a smaller political bias leads to smaller  levels of the next-period 

inequality and larger levels of the next-period aggregate investment and average income.18  The 

intermediate range of this parameter may initially lead to a slowdown in growth, when the 

political bias is high and the institutional quality is at a low level, which then increases with the 

improvement in institutional quality. 

 

This result leads to some interesting possibilities for intertemporal evolution of the economy.  

For suppose that the political bias is small.  Then inequality will tend to decline over time, 

while the economy is fast growing.  In contrast, if the political bias is very large , so that, in 

particular, Tt+1 + Qt+1 < 1, income inequality increases, while the economy is slowly growing.  

Thus, the initial political bias is an important determinant of the economy’s trajectory. 19  In a 

recent work, Acemoglu et al., 2005, study the link between income and democracy.  Their 

careful analysis reveals no clear causal relationship, and they are led to conclude that both are 

likely determined by historical accidents and then tend to evolve in tandem.  This is 

consistent with the economy’s evolution that emanates from the above analysis and which 

depends on initial conditions.  A more complete example illustrating a potential double 

feedback relationship between the political bias and the economy’s evolution of growth and 

                                                                                                                                                                                                          
17 Thus, data collected by the World Bank for a selection of 37 countries indicates than the justice sector budget 
constitutes on average 0.88 of the countries’ respective public budget (which amounts to less than a half of a 
percent out of the national product), see www4.worldbank.org/legal/database/Justice.  
18 Moreover, because, as argued in a previous footnote, under lognormal distribution aggregate welfare 
maximization is equivalent to the maximization of the utility of the median income voter, it is not difficult to 
show that a smaller political bias enhances aggregate welfare.  
19 In a related context, Gradstein, 2005, and Sonin, 2003, argue that initial conditions, specifically, initial 
inequality in conjunction with the extent of democracy determine the evolution path of the economy.   
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inequality is contained in the appendix. 

 

 

4. Democratization as a commitment 

While the above analysis assumes that political decisions imply full commitment, examining 

alternatives is of considerable interest.  In the context of long run decisions, such as investment, 

ex post policy changes may be expected.  Moreover, consistent with our view that political 

decisions shape not only fiscal policy but also to some extent institutional parameters such as the 

degree of property rights protection, lack of commitment should be taken seriously.  One 

possibility in this regard would be that, while commitment to institutional quality can be 

credibly made, it is impossible to commit to fiscal policy by choosing a tax rate.  In this case, 

institutional quality may serve as a commitment mechanism to ensure future fiscal policy 

choices which are cons istent with current policy objectives.  This possibility is presented in 

the Appendix; analysis there indicates that even with a political bias, an improvement in 

institutional quality may take place.   

 Barzel, 2001, discusses the conditions which favor such institutional changes initiated 

in an oligarchy (see also Cervellati et al., 2005), but notes their restrictive circumstances in 

the absence of a third-party enforcement.  In any case, the institutional change is predicated 

on the ability of the decisive coalition to commit to the chosen quality.  Much of the debate 

on the nature of political institutions, however, questions this ability.  Barzel, 2001, himself 

ultimately doubts the capacity of an absolute ruler to introduce institutional change and 

suggests that granting voting rights and other pro-democracy reforms of the political system 

is a more likely means for the ruler to ensure economic and political cooperation by his 

subjects.  Viewing the collective choice of institutional quality as a social contract, the 

literature on incomplete contracting likewise questions the possibility of specifying a 
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complete contract, see Grossman and Hart, 1986.  This leads to this section’s analysis, which 

assumes that commitment to institutional quality cannot be credibly made.   

 To this end, in order to focus on essentials, we disregard fiscal policy by assuming 

that the tax rate is fixed throughout.  Additionally, we introduce parameterization of the 

weight function, which is now written as w(yt; F; wt); larger values of w t imply a larger 

political bias, hence richer decisive voter.  For example, with the family of voting rules given 

by the income based voting franchise, w(yt; F; wt) = 0 if y < wt, and w(yt; F; wt)  =1/[1-F(w t)] 

if y  >  wt;  w t  stands here for the threshold value.    

 We assume that the economy enters period t with a given bias, wt-1, so that it is 

completely characterized by this political aspect, and by the economic aspect represented by 

the prevailing income distribution.  Together, these two determine, from (14), the distribution 

of political weights, hence, the identity of the decisive voter in the beginning of a period.  The 

first decision, taken by a majority voting with the above bias is the determination of the 

current political bias, wt.  Then each household determines its budget allocation, and a majority 

vote with the previously determined bias is taken over the level of institutional quality.  

 The analysis proceeds backwards.  The rent seeking decisions are determined as 

above.  The individual preferences over institutional quality are then given by the following 

first order condition: 
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Because the individual optimal decisions, in anticipation of the choice of institutional quality, 

are determined as in (6), after simple manipulations (14) can be re-written as follows: 
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Comparing with (13) we obtain that – because the left hand side there decreases in Qt+1 for a 

given political bias and is larger than the left hand side in (15) - the institutional quality 

preferred by each voter without commitment will be lower than with the possibility of a 

credible commitment.  Further, a given value of the bias parameter induces a decisive voter, 

ydt(w t), whose preferences are pivotal in determining the institutional quality through an 

equation similar to (15), with the income of that voter replacing yit there. 

  We now proceed to study the first stage of the decision making process whereby the 

bias wt is endogenously determined.  Note that the extent of the bias uniquely determines the 

identity of the decisive voter, ydt, at the last stage; this then will determine the level of 

institutional quality Qt+1 through (15) with ydt replacing yit there.  Thus, by choosing the extent 

of the political bias, an individual indirectly elects a decisive voter for the last stage.  Because of 

the inverse relationship between the income of a decisive voter and institutional quality, and 

because  own choice of institutional quality ex post the individual investment decisions is too 

low as indicated above, delegating this choice to another, poorer individual is the way to commit 

future institutional quality to be the optimal one from the ex ante perspective.  Thus, each 

individual prefers to delegate decision making powers over institut ional quality to a poorer 

individual than himself, and lowering the political bias is the means to achieve this.   

 Let then wt(yit) denote the preferred level of the bias from the viewpoint of voter i, and 

let ydt(yit) be the induced preferred choice of the decisive voter, which is an increasing function, 

and ydt(yit) < yit, see Figure 1 illustrating this relationship.  This implies that for any given 

political bias at the beginning of a period, weighted majority voting will result in lowering the 
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bias to commit future decisive voter to a higher level of institutional quality.  

 

  INSERT  FIGURE  1  HERE 

 

 Summarizing,       

 

Proposition 5 .  Gradual democratization through a reduction of the political bias constitutes 

an equilibrium.  Along this democratization path income inequality decreases, and aggregate 

investment and growth increase. 

 

When the ability to directly commit to strong institutions does not exist, the ruling coalition 

finds it in its best interests to relinquish political power to induce better economic incentives.  

In this regard, the above result echoes Barzel’s, 2001, informal arguments that view voting 

rights as a part of contractual relationship between ruling coalitions and the rest of the 

society.  The evolution of the political system in England illustrates the gradualism implied in 

the above proposition, exhibiting a process that lasted for more than a century.20   

 By the Reform Acts of 1832 the electorate in England increased from 435000 to 

653000, but still constituted a tiny minority of the population.  In the aftermath of 1832, the 

vote was only given to men over the age of 21 providing their property was valued at £10 or 

more, or land was more than £2 per year in rent. While many political reforms were 

proposed, only in 1867 any substantial progress was made. By the Second Reform Act of 

1867 all householders who paid rents for at least one year residence were given the franchise.  

                                                                 
20 And the following citation illustrates the concern from the inevitability of such process in the US context: 
“Depend upon it, Sir, it is dangerous to open so fruitful a source of controversy and altercation as would be 
opened by attempting to alter the qualifications of voters; there will be no end of it.  New claims will arise; 
women will demand the vote; lads from twelve to twenty-one will think their rights not enough attended to; and 
every man who has not a farthing, will demand an equal voice with any other, in all acts of state.  It tends to 
confound and destroy all distinctions, and prostrate all ranks to one common level.” (John Adams, 1796) 
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However, the right to vote was still based on property and its value.  The Corrupt and Illegal 

Practices Act of 1883 was a major step to fight bribery and corruption, and in 1884, another 

reform bill was passed to extend the franchise.   Another major act, in 1918, not only gave the 

vote to adult males over 21 with a six month residency, but gave it to women for the first 

time.21  This act limited the plural voting to two votes, but the second vote only counted as 

university or business premises.  In 1928, the age limit for women voters was brought down 

to 21, and in 1948 the Labour government’s Act finally ended plural voting by taking away 

the business vote and the special university representation (Bentley, 1996; Pearce and Stewart, 

1992).22 

 

  

5. Discussion  

We now turn to discuss some relevant empirical evidence.  Generally, this paper’s thesis is  

consistent with some recent empirical literature that identifies episodes of democratization 

and then compares the before -after growth rates - Papaionnou and Siourounis, 2004, and 

Rodrik and Wacziarg, 2005.  It is even more consistent with the evidence on large correlations 

between democracy measures and those of governance quality, such as the rule of law, 

immunity from expropriations etc., as is carefully documented in Persson, 2005, using the 

difference-in-difference estimation of the effects of democratization.23   

                                                                 
21 Provided they were over 30 years old, and were householders, married to one or had a university degree. 
22 The extension of voting and other political rights to broad masses in the population resulting in gradual 
democratization of public decision making was one of the major political developments in many other countries 
as well.  Whereas up to the first half of the nineteenth century, the elites were in full control of the political 
power in Europe and (to a lesser extent) in the United States, the period 1830-1950 witnessed a gradual shift in 
the political process.  Franchise restrictions were lifted by first lowering, then eliminating, wealth and education 
requirements for voting among males, which was followed by extending the franchise to women, and to 
minorities.  Property, wealth and education considerations in vote counting were gradually removed.  The 
distribution of power between the two chambers of the representative body – a common feature in many 
countries – became more equal. Broadening of political participation included the emergence of trade unions 
and of political parties, as well as imposition of constraints on the office of the executive. 
23 Persson, 2005, also distinguishes between the forms of democracy and finds that proportional, parliamentary, 
and seasoned democracies are more likely to generate positive institutional effects. 
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 Engerman and Sokoloff, 2001, contrast voting franchise requirements and voting 

participation across colonies in North America versus South America.  The period of the 

early nineteenth century witnessed a fairly steady removal of wealth and property 

qualifications for voting in state after state.  This signified a move toward universal white 

male franchise as is evident from Table 2 in their paper according to which, in the year 1840, 

almost 80 percent of white males voted in presidential elections in the United States; only 

three out of twenty three states still maintaining property or tax-based requirements for 

voting.  The subsequent introduction of literacy tests was designed to disenfranchise the 

blacks, but did not have a major effect of the enfranchisement of white population.  In 

contrast, in Latin America wealth requirements for voting were in place through the mid-

nineteenth century, after which they were replaced by literacy requirements.  With high 

inequality and significant incidence of illiteracy, these restrictions implied that very few were 

eligible to vote.  Thus, toward the end of the nineteenth century the proportion of the total 

population voting stood at 2-3 percent or less in most Latin American countries, whereas it 

was about 20 percent in the United States.  As late as 1940 this proportion was 41 percent in 

Canada and 38 percent in the United States, more than three times as much as in Mexico (11 

percent) and more than five times as much as in Brazil (about 6 percent in 1930).   Enge rman 

and Sokoloff, 2001, view these differences as an important factor in disparities between 

North and South America in subsequent investment in human capital. 

 Acemoglu et al., 2003, discuss the spectacular economic success of Botswana in the 

recent decades contrasting it to the stagnation of its neighbors. 24  They attribute this success 

to institutional developments which protected private property rights.  One factor that stands 

out is that Botswana (as well as Mauritius, another African success story) is among the very 

few democratic countries in Africa.  It has had elements of constraints on the power of the 

                                                                 
24 Botswana’s economic growth has been one of the fastest in the world – as opposed to the neighboring 
countries, such as Somalia and Lesotho, which has been particularly miserable. 
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executive, which its neighbors lacked and which ensured a modicum of accountability.  Since 

early days, Botswana has developed an institution of public consultations, which could 

provide a forum for criticizing the king or seeking legal protection.  More recently, the state 

exercised an inclusive policy with respect to the ethnic groups to allow them political 

participation.  This allowed Botswana to avoid the plague of the ethnic strife, which has been 

characteristic of many other African countries. 

 The related work Acemoglu, 2004, and Cervellati et al., 2005, makes the point that 

oligarchic regimes may at times provide strong institutional framework as well.  While our 

analysis acknowledges this possibility (see the Appendix) , it is regarded here as somewhat 

unrealistic because of the contractual difficulty to commit to, say, property rights protection, 

in the absence of the mechanism of third-party enforcement.  In this respect, the paper 

dissents with this work and instead sides with Olson, 1993, and Barzel, 2001, who suggest –  

using, in particular, as an example the struggle between the king and nobility in medieval 

England - that insecure property rights are endemic in oligarchy.         

 In contrast, while much literature, especially, one that deals with broad historical 

events, suggests a positive effect of democracy on taxes and redistribution,25 recent 

econometric evidence is much more ambiguous and nuanced as to the magnitude of this 

relationship.  Thus, Mulligan et al., 2004, examine the fiscal impact of democracies over 

1960-1990 for a large sample of countries.  Their conclusion is that the fiscal policy 

components (i.e., taxes; government consumption; social security spending; spending on 

education etc.) look very similar across democracies and non-democracies.  Government 

consumption – excluding military spending – does seem to be larger in democracies, but the 

difference in other items is insignificant.  In contrast, they find a significant difference 

between democracies and non-democracies with regard to issues pertaining to human rights 
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and civil liberties.  Interpreting these as proxies for institutional quality, these findings 

support the view that the institutional effect of democratization exceeds its fiscal effect. 

 Boix, 2001, finds that, while democracy is overall only very mildly associated with 

the size of the public sector, the relationship is robust among more developed countrie s.  His 

historical account of democratic transition in Spain, Portugal, Greece, and the Philippines 

seems to support the view that democratization leads to a larger public sector.26  Husted and 

Kenny, 1997, examining the effect of the removal of franchise restrictions in the context of 

the states in the US, find that they led to an increase in welfare spending and transfers, 

although the relationship is moderate.  However, Aidt et al., 2005, in a similar study on 

thirteen European countries fail to uncover any significant effect of franchise extension on 

welfare spending.  Lindert, 2004, while arguing from an historical perspective that 

democracy has led to an increase in government, also makes the claim that this has not been 

detrimental for growth because the resulting increase in public spending was often used for 

productive purposes or in ways that lead to more social stability.    

   

 

6. Concluding remarks 

This paper’s argues that democratization, or redistribution of political power in favor of the 

poor through a reduction in the political bias, has two effects.  One is to improve the 

institutional quality by enhancing the public protection of private property rights.  Another is 

to increase fiscal redistributive pressures.  While both effects act in unison to decrease 

income inequality, their growth implications differ.  Yet, our analysis establishes that under 

                                                                                                                                                                                                          
25 Thus, the historical analysis in Lindert, 2004, documents how various government programs evolved 
following the advance of Western democracies, see also Justman and Gradstein, 1999, on the evolution of the 
British democratic experience and its distributional implications.   
26 Note, however, that the account in Mulligan et al., 2004, of the former three countries arrives at a different 
interpretation, that the effect of democratization on the size of the public sector is ambiguous. 
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plausible parameter values the institutional effect dominates, so that democratization on 

balance enhances growth.   Recently accumulated empirical evidence is generally consistent 

with the paper’s results in indicating a robust effect of democratization on governance 

quality; a much less pronounced effect on fiscal redistribution, and some positive growth 

effect.   

 The argument that democracy can serve as a commitment to stronger enforcement of 

property rights leads to the analysis of endogenous democratization.  This gradual process, 

too, is consistent with historical evidence on the evolution of voting rights. 

 An important extension of the analys is would introduce different degrees of flexibility 

of fiscal policy versus institutional quality choices.  It is conceivable, for example, that the 

latter are more rigid than the former.  One way to think about this is by stipulating 

institutional choices as durable investment.  Alternatively, one could posit a different cost 

function for implementing institutional changes which, for example, would exhibit a 

substantial constant component.  In such circumstances, democratization may become less 

advantageous for growth: while it would enhance fiscal pressures, its effects through the  

improvement in institutional quality would not necessarily materialize immediately.  We put 

forward the conjecture that this can lead to a conclusion reached in a related context in 

Acemoglu, 2004: democratization may reduce the growth rate in the immediate run but  

increase it in the longer run.  
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APPENDIX 

A1: Double feedback between political bias and economic growth 

Suppose that the political weights are given as follows: 

 wit = yit
2
tβσ , β > 0 (A1) 

so that the weighted income in period t is w ityit = yit
21 tβσ+ .  Assuming that income is 

lognormally distributed, the income of the politically decisive voter under weighted majority 

voting is then (1+ βσ t
2)µt; the larger this income the larger is the political bias.  When β is 

small, the bias is small too implying from the analysis in the text that relatively high level of 

institutional quality and taxation will be chosen, thus resulting in a lower next-period 

inequality represented by σ t
2, large investment and growth.  But then the next-period decisive 

voter has a lower income reinforcing political choices conducive to lowering inequality.  In 

contrast, when  β is large enough so that a rich individual is initially decisive, smaller 

taxation and weaker institutional quality choices will result in sluggish growth but also high 

income inequality, which would reinforce the political bias making richer individuals 

decisive in the next period as well reinforcing choices that lead to sluggish growth.  

 To summarize these dynamics, 

Proposition A1 .  The economy’s evolution depends on initial conditions, specifically the 

political bias.  If it is small the economy will grow fast, inequality will be reduced, and the 

political bias will decrease over time.  In contrast, if the initial bias is large, growth will be 

slow, inequality on the rise, and the political bias will perpetuate. 
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A2: Institutional quality as a commitment device 

In this case, the decision making sequence is as follows.  First, the majority determines the 

level of institutional quality; then the households allocate their budget in particular 

determining the level of productive investment and rent seeking; only then is the tax rate 

determined by a majority vote. 

 At the last stage, the preferred tax rate for an individual household is determined 

from: 

 -ln(k it+1) + 

∫

∫
++

++

−
+

−
+

+
−

+
−

+

1

0

1
1

1
1

1

0
1

1
1

1
1

11

11 )ln(

djrk

djkrk

tt

tt

Q
jt

T
jt

jt
Q

jt
T

jt

= 0 (A2) 

 

The investment and the rent seeking decisions are as determined in the analysis in the text.   

Subs titution then yields: 
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Comparison with (12) reveals that, for a given level of institutional quality, the tax rate without 

commitment exceeds the one preferred by a voter when commitment is possible.  Moreover, 



 31  

employing the second order condition and differentiating (A3) reveals that the preferred tax rate 

is a decreasing function of individual income and a decreasing function of institutional quality.  

 Consider now the choice of institutional quality at the beginning of the decision making 

process.  The first order condition is similar to (13) but has an added term, 
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Comparing with the commitment case, the preferred institutional quality now is higher so as to 

ensure commitment to restrain taxes.  Because this is the case for all individuals, the decisive 

voter’s choice will exhibit the same feature. Thus, better institutional quality serves as a 

commitment device to reduce future fiscal pressures. 

 

Proposition A2 .  When taxes cannot be directly credibly precommited to, institutional 

quality will be strategically chosen at a higher level so as to commit restraint on future 

taxation. 

 

The intuition behind this result is as follows.  The lack of commitment for a tax rate implies 

that the ex post preferred rate is too high from the ex ante perspective, as it disregards the 

adverse investment effect of taxation.  A stronger institutional quality, by lowering the 

incentives to engage in rent seeking, causes a decrease in the next-period inequality thus 

restraining the preferred tax rate and moving it closer to the one preferred from the ex ante 

perspective. 
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