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Property Rights. Inequality, and Growth 
Philip Keefer and Stephen Knack 

This paper presents evidence that the effect of income inequality on economic growth ismediated by political dynamics that affect the security of property rights. The theory presentedhere suggests that inequality gives rise to a polarized political environment which undermines theprotection of contractual and property rights, slowing growth. Inequality-induced polarizationmay also make it more difficult to respond quickly and effectively to economic crisis. 

We offer direct empirical evidence that inequality is a significant determinant of thesecurity of property rights, as measured by firms specializing in evaluation of investor risk.Controlling for our property rights measures, the influence of inequality on growth diminishes.Further evidence indicates that risk of default on the sovereign debt increases with inequality. 

We discuss differences between democratic and non-democratic political systems that mayaffect the strength of relationships between inequality and property rights, and between inequalityand the risk of loan default. Our findings in general suggest that inequality is a more destructiveforce in democratic than in non-democratic polities. However. we are unable to rule out thepossibility that greater measurement error in the non-democratic sample is responsible for thesedifferences (as well as for the inequality-democracy interaction found by Persson and Tabellini 
in their growth regressions). 

No evidence is found that inequality influences growth through median voter-drivenredistribution, the channel emphasized in recent papers by Alesina and Rodrik. and Persson and
Tabellini. Other tests find 
no support for the view that greater equality of incomes enhances
growth by increasing demand for domestically-produced manufactures in the presence of barriers
 
to international trade. 

Our results have implications for less-developed countries beginning the transition todemocracy. The potential economic benefits of democratic institutions appear to increase withthe degree of equality of income and wealth. In nations with more highly-skewed distributionsof assets and marketable skills, it is thus particularly crucial that democratic reforms areaccompanied by measures such as land reform, and investments in primary and secondaryeducation. By tending to equalize assets and income-earning potential, these policies can reduceclass-based polarization over policies ranging from the protection of property rights to the 
prevention of debt crises. 
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Property Rights. Inequality and Growth 

Philip Keefer and Stephen Knack 

The impact of inequality on government policy, political stability and violence 

has long been of concern to researchers and political philosophers. James Madison 
argued that ". . .the most common and durable source of factions has been the various and 

unequal distribution of property. Those who hold and those who are without property
 

have ever formed distinct interests in society."' 
 Madison and many others, including 
Marx. Ricardo. Mill. \lacauiav and Daniel Webster. have suspected that, because of these 
distinct interests, universal participation in political decision making (for example. 

universal suffrage in democracies) would jeopardize property rights. ladison wrote in
 
Federalist Paper No. 10 that ". .democracies. .
 .have ever been found incompatible with 
personal security or the rights of'property: and have in general been as short in their lives 
as they have been violent in their deaths." lie was not alone among the Founding Fathers 
in his opinion. John Adams wrote to Thomas Jefferson that "Democracy will envy all. 

contend with all. endeavor to pull down all..." 

More recent research has formalized this early, intuition. Mleltzer and Richard 
(1981) show theoretically that the level of income tax preferred by the majority of voters 
increases with the degree of income inequality (in their case measured by the difference 
between the income of the mean and median voter). Alesina and Rodrik (1994) and 

Persson and Tabellini (1994) conclude that inequality is harmful for growth. and that this 
effect is most pronounced in democracies. Their logic follows that of earlier 

commentators and seems to be equally compelling: inequality gives rise to redistributive 

pressures in all polities, but these pressures are more easily manifested in democracies in 
which the beneficiaries of redistribution have greater political influence. 

James Madison, Federalist Paper no. 10. 
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In this paper. we suggest a complementary hypothesis regarding the effects of 

inequality on economic growth. This theory, and the evidence for it presented below, add 

to the growing body of evidence establishing political links between inequality and 

growth. The theory relies not on the level of redistribution that countries undertake in 

response to inequality, but rather on the uncertainty about the allocation and definition of 

property rights that high levels of inequality generate in a society. This uncertainty, 

independent of whether the level of actual redistribution through policy channels is high 

or low. reduces investment and creates inefficiencies in production. slowing growth. 

The distinction bet\%cen reiistributivc and uncertain policies is not trivial. On the 

one hand. countries w%ith stronlv redistributive policies can nevertheless offer high levels 

of security to property and contractual rights, and prosper. as Sweden demonstrates. On 

the other hand. Latin America has provided ample evidence that countries that do not 

pursue effective policies of redistribution can still exhibit significant insecurity in the 

allocation of property and contractual rights, and stagnate. The policy implications are 

also different in each case. It redistributive policies, per se. are to blame for the low 

growth engendered by inequality, there is little room for government intervention in 

confronting distributional concerns. It on the other hand. it is the insecurity of property 

rights that slows growth when inequality is high, then governments that can commit over 

the long run to a set of redistributive policies, as Malaysia has done. incur less risk of 

slowing economic growth. This second policy alternative is consistent with the 

possibility that fiscal redistribution could actually increase growth by reducing internal 

political violence and the uncertainty that it generates. 2 

In what follows, we briefly outline how inequality gives rise to policy uncertainty 

and then provide evidence for the claim. The evidence shows that there is a direct link 

2"From ancient times to the present, history records numerous insurrections involving the unlawful use of
force to defy the established system of property rights and taxation." (Grossman, 1991) Redistribution 
may increase the incomes of both rich and poor by inducing the poor to refrain from "extralegal
appropriative activities." (Grossman. 1992). 
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between inequality and property rights. Further evidence suggests that the significance of 
inequality in gro%%th equations drops in the presence of variables controlling tbr the
 
stability of property rights. 
 Fhe paper also reexamines alternative links between
 
inequality and gro th. 
 We find little evidence of a link between levels of redistribution 
and inequality, the most direct test of the political model proposed by Alesina and Rodrik 
(1994) and Persson and Tabellini (1994). File results of their indirect tests, comparing 
inequality in democracies and autocracies, support their hypothesis, and are consistent 

both with the model and evidence presented in this paper. We also briefly review tile 
evidence on the connection between political violence and inequality. .\ of these tests 
confront imposing problems of data quality: the measurement of political violence. 
regime type. property rights stability and inequality itself is sufticiently uncertain that all 
results in this literature can only be regarded as suggestive. We also examine the non­
political hypothesis of Murphy. Shleifer and Vishny (.1989) and find little evidence that
 
inequality slows growth by reducing the size of the middle class. thereby depriving 

manufacturers of sufficiently large markets to invest in technologies vith increasing
 

returns to scale.
 

Some of the previous work testing the impact of inequality on growth has used 
one of two variables that might be taken as proxies for the security of property rights. 
One of these is the level of redistribution through the government budget (Persson and 
Tabellini, 1994). This does not reflect the insecurity of property rights, but rather a 
particular allocation of property rights. Others have used measures of political instability 
(Alesina and Perotti. 1993). Political instability is certainly related to the security of 
property rights. However. it does not capture variations in insecurity in countries that do 
not manifest the extreme levels of political instability that are captured by these variables. 
We employ variables that specifically evaluate the credibility and predictability of 
property and contractual rights in a large number of countries. There are two advantages 
to these data: they explicitly treat property rights issues (that is, they are not proxies), and 

BEST AVAILABLE COPY 



4 

they tbcus on the insecurity of property rights rather than the allocation of rights (unlike 

measures of fiscal redistribution). 

Inequality and Property Rights 

Like the papers o Persson and Tabellini (1994) and Alesina and Rodrik (1994), 

this paper links inequality to growth through a political mechanism, although one that 

differs from theirs. They have rigorously developed the hypothesis that inequality 

increases redistribution, and thereby lowers growth. 3 \Wiqen inequality is severe. 

governments face pressures to : istribute income from those who have invested most. or 

have the greatest ability. to those who have invested less or have less ability. 

Their empirical evidence that inequality hinders growth through increased 

pressures for redistribution con:,ists primarily of two tindings. First. the effects of
 

inequality are more pronounced in democracies than dictatorships. which is consistent
 

with their hypothesis that the median-income citizen in dictatorships that are plagued by
 

inequality is less able to manifest policy preferences for redistribution than a median
 

voter is in a democracy. Second. Persson and Tabellini (1994) lind (weak) evidence that
 

transfer payments are higher in countries in which inequality is higher and that they are 

(weaklv) negatively associated with growth. These empirical results are reviewed in 

greater detail in a subsequent section. 

In the models developed by these authors, a government instantaneously adopts a 

redistributive policy. The policy is constant over time. in part to ensure its time 

consistency. However. a policy that is known immediately and is unvarying over time 

presents no uncertainty. Inequality causes property rights to be initially rearranged in 

these models, but does not give rise to a threat of continuing reallocation. This paper 

examines whether inequality also jeopardizes property rights by increasing the 

uncertainty surrounding them. 

3Sinilar results are presented inClarke (1992) and Birdsall, Ross and Sabot (1994). 
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We assume. consistent with most work on inequality, that grcater inequality leads 
to greater polarization of policy preferences in a society. Polarization expands the set of 
policies that. in equilibrium, might be chosen in a society. This has three related effects. 
First. provided that there are tixed costs to changing policies. stability is more likely
 
when the set of equilibrium policies is smaller, since the potential gains from policy
 
change are low. 
 Second. when the equilibrium set of policies is larger. the extent to 
which policies can be changed is greater. Third. consensus is more difficult to reach
 
when there is substantial divergence in policy preferences. and crucial laws that allow
 
property and contractual ri,_,hts to he detined are simply not passed. or are subject to
 
continual cycling in the uncovered set. Fhrough each of these effects, inequality creates 

greater uncertainty regarding policv outcomes. 

This logic depends on the characterization of the political equilibrium. One
 
equilibrium notion, the core. is the following: 
 a policy x* is an equilibrium if there is no 
otherx in the policy space that is preferred by any majority of policy makers. This notion 
of policy equilibrium implicitly underlies all studies that find that income redistribution is 
greater in societies that exhibit greater inequality, since they assume that the voting 
process chooses a unique tax rate. In a single dimension, with convex pretircnces. the 
median voter theory of Black (1958) shows that a core always exists.' However. in a
 
multidimensional policy space it is only under unusual conditions that a core exists. 
 Plott
 
(1967) and Davis. DeGroot and Hinich (1972) 
 identified strict conditions under which 
such an x* might exist. These conditions essentially require that for every voter on one 
side ofx* in the policy space, there is a voter on the other side who would vote against 
any proposal by the first voter to move away from x*. Such a distribution of preferences 

4 Romer (1975) cast doubt on the applicability of the median voter model to voting on the income tax, byshowing that individual preferences over income tax rates need not be single-peaked if not everyoneworks. However, Roberts (1977) demonstrates that under fairly modest assumptions, voting mechanismsgive rise to a most preferred outcome even if some do not work. Much more restrictive assumptions areneeded to extend Roberts' result to a multidimensional issue space. 
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among decision makers is unlikely. Since the democracies that are the focus of these 

research efforts do not exhibit tremendous instability, subsequent research on political 

decision making turned to less stringent equilibrium concepts. While not permitting 

predictions of particular policy outcomes, these concepts described plausible conditions 

that would confine policy outcomes to an identifiable subset of the entire policy space. 

The uncov'ered set is among those equilibrium concepts that have received great 

attention. - A policy alternative v is said to cover a policy choice x ifv defeats x and the 

points that defeat v form a proper subset of the points that defeat x. That is. not only does 

v defeat x. but if there exist othcr policies that defeat v. they also defeat x. Policies with 

the attributes ofx are clcari\ unattractive choices for policy makers, and can be sensibly 

excluded from the set of possible equilibrium policy proposals. If covered points such as 

x are excluded from the set o t'policy outcomes that might result from the policy making 

process. the uncovered set is naturally the set of policy alternatives that remain. The 

points in the uncovered set dominate the set of points outside the covered set. However. a 

majority of voters can be found that favors one policy proposal in the uncovered set over 

any other policy proposal in that set. Figure One demonstrates in a straightforrward 

manner how the uncovered set grows when participants in the policy making process 

become more polarized. 

Figure One assumes three decision makers, circular indifference curves, and a 

two-dimensional issue space. The issues might be income redistribution on one axis and. 

on the other, spending on any public goods. including law enforcement. The only 

condition on preferences over these two issues is that there be a different median 

(decisive) decision maker on each policy dimension. If not. then the two-dimensional 

policy space collapses to one, and with these preferences the median voter result holds. 

Although these models use the terminology of democratic decision making (median 

5This discussion is taken from Ordeshook (1986), pp. 184-187. 
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voters. for example). they are also applicable. lbr example. where a single dictator is 

influenced by multiple constituencies with different preferences. 

The labeled points are the ideal (most-preferred) points of the decision makers. 
Two sets of decision makers are depicted. The less polarized decision makers, whose 
policy preferences are relatively similar, have ideal points that are closer together, given 
by a. b. and c. Polarization is depicted as a simple expansion out from the original 
points, and the ideal points of the more polarized decision makers are given by a'. b'and 
c'. A result reported in Ordeshook (1986. p. 186) states that with circular indifference 
curves, the uncovered set ishounded by a circle (or n-dimensional ball) with radius 4,. 
where r is the radius of the smallest circle that intersects all of the median lines. Median 
lines divide decision makers such that at least half are on or to one side of the line. and 
half are on or to the other side of the line. [hat is. policies to one side of the line can be 
defeated by competing proposals on the other side.6 With only three decision makers.
 
there is a family of median lines, all of which intersect in the area given by abc or a''c'.
 

Figure One makes clear that the uncovered set is much larger with decision
 
makers 
 a'. b'and c' than with the less polarized decision makers. Without specifying 
greater institutional detail regarding the decision making process. this suggests that policy 
uncertainty is greater in the more polarized environment. The gains from feasible policy 
changes are higher. providing greater incentives to mobilize tbrces to change policy: the 
extent to which policies can move is greater. by definition: and the likelihood of 
achieving consensus is lower, since the sacrifices incurred under any compromise 
proposal (as measured by the distance between the compromise proposal and the ideal 
point of a particular decision maker) are greater than when polarization is less.7 

6If all median lines intersect at one point, then the Plott (1967) and Davis, DeGroot and Hinich (1967)

conditions are met for a unique policy equilibrium.
 

7 Alesina and Drazen (1991) 
 make a similar point about the difficulty of reaching consensus from adifferent perspective. Ina uni-dimensional policy setting, they argue that consensus on economic reforms 
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In dictatorships. the ideal points relevant for policy making depend on the costs of 

representing "constituent" preferences to the dictator. If these costs are high enough.
 

only the dictator's ideal point is relevant for policy making. 
 As long as the costs to these 

constituents are higher than in a democracy (as in the median voter-driven models of 

Alesina and Rodrik (1994) and Persson and Tabellini ( 1994)). the effects of polarization 

on the uncovered set are likely to be lower in a dictatorship relative to a democracy, at 

least over the course of any dictator's tenure. The effects of inequality, under these 

conditions, are likely to be greater in a democracy than a dictatorship. consistent with the 

findings of Alesina and Rodrik (1994) and Persson and Tabellini ( 1994). 

1lowever. this ceneralization iunores the thct that dictators change. When there is 

a change in dictators, the original, polarized uncovered set depicted in Figure One is the 

relevant description of the set of possible policy outcomes since, depending onl which 

individual becomes the next dictator. policy outcomes can end up anywhere in the 

uncovered set. It is possible. then. for the effect of inequality to be as severe in a
 

dictatorship as in a democracy.
 

Two arguments are briefly sketched out below suggesting the ways in which 

inequality' might lead to instability over crucial rules regarding property rights. First, the 

state's decision making regarding levels of income distribution may be combined with its 

decisions regarding the laws that define property and contractual rights, such as 

commercial codes, corporation law and bankruptcy law. In countries with significant 

inequality, or polarization, any clarification of these legal standards can become 

entangled in arguments about redistribution, preventing their adoption or clouding their 

meaning if they are adopted. 

The market is not likely to provide a costless substitute for court-ordered contract 

enforcement. Consequently, compliance with economic transactions will be less 

with significant redistributional impact isslowed when parties have imperfect information about each
other's relative costs of delaying reform. 
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predictable, and the number of transactions will simply decline, when legal standards are 
not established, or when those that are established are more vulnerable to siunificant 
variation. Birdsall. Ross and Sabot (1994) make an analogous argument. suggesting that 
government capacity to minimize the long-term disruptive impact of exogenous shocks is 
increased when it enjoys the broad-based legitimacy that equality confers. Another way
 
of phrasing their argument is that equality reduces the distance between the most
 
preferred policies of individuals in the society, and theretore reduces possibilities for
 
disagreement with government responses to these shocks. 
 In the same way. a society is
 
less likely to approve legai standards that define and protect property rights when
 

inequality is great because tihe policies jack legitimacy in the eves of the alienated
 

majority.' 

A second way in which inequality might undermine property and contractual
 
rights is by feeding political violence. Fhe willingness to bear high costs in order to
 
change policy outcomes increases as the difference between one's own preferred policy
 
and the policy actually chosen increases, a situation that is more likely to occur with
 
greater inequality and polarization. The connection between inequality and violence has
 
provoked a large empirical literature in political science: although there issubstantial
 
dissent regarding the cross-national statistical evidence, anecdotal evidence suggests that
 
inequality is a catalyst for political violence. 
 To the extent that this link exists, inequality 

may also reduce growth. since political violence obviously attenuates the security of 
property rights, and therefore reduces investor confidence." 

The foregoing arguments suggest ways in which inequality might subvert 
property rights. However, there is also reason to believe that the poor definition and 

8The new generation of South African leaders will have to grapple with exactly that difficulty. 

9Barro (1991), Alesina et. al. (1991) among others have found evidence that instability curtails growth.We have shown in other work (Knack and Keefer, 1994) that even after accounting for political
instability, insecure property rights still significantly reduce growth. 
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protection of property rights might in turn exacerbate inequality. Countries providing 

formal and substantial guarantees o property rights generally do so with institutions such 

as courts that are. in principle, available to all. Countries that do a poor job of protecting 

property rights generally lack such institutions, with property rights typically depending 

on informal guarantees. These might take the form of brute tbrce. or require personal 

relationships between state officials and owners of assets."' Fewer people are able to 

marshal the necessary instruments of violence or have access to these relationships than 

would be able to appeal to more formal mechanisms for protecting property rights. 

Therefore. fewer peopie cin a lar!er share of the entrepreneurial opportunities in the 

societ' (see Keefer. I11)4). In this wvav. the insecurity of propertv rights lays the 

groundwork for greater inequality. 

Empirical Analysis 

The remainder of this paper offers an empirical examination of the questions
 

raised above. 
 The first of these is whether there is a significant relationship between
 

inequality and the ability of a country 
 to reach a consensus on a particular set of critical 

policy issues. If inequality (polarization) is greater. we would expect consensus to be 

more difficult to achieve. Second. we ask if there is a significant relationship between the 

security of propertyv rights and inequality, a direct test of the theory outlined above. The 

third issue examined below is a comparison of the effects of property rights instability 

and inequality on growth. If inequality operates principally through the security of 

property rights in reducing growth. then the effect of inequality on growth should fall 

when the stability of property rights is controlled for. On the other hand. if inequality 

operates primarily through high, but certain, levels of redistribution, we would not expect 

the coefficient on inequality to fall in the presence of the property rights variables. 

'(A pattern of severely unequal land distribution inthe Chiapas region of Mexico seems to have begun in1817, when a group of Mayan Indians were forced off their land at gunpoint by a group of ranchers (see
The Washington Post, Monday, February 28, 1994, section A). 
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Subsequently. several competing or complementary hypotheses linking inequality 

and growth are considered. Apart from the PerssonTabellini and AlesinwRodrik 

hypotheses, these include the model advanced by Murphy. Shleifer and Vishny (0989), 

and the connection between inequality, political instability and growth. 

Inequality, policy reform andpolicy oscillation 

If the underlying model linking inequality and the uncertainty of property rights is 
correct--that in highly polarized political environments, there is greater uncertainty about 

political decision making--then one would expect societies with unequal distributions of 

income to coniront more generally greater difficulties in forming consensus. This is the 
logic that has been used in arguments about the effect of polarization on the capacity of 

countries to emerge from economic crises. It has been commonly observed that unequal 

income distributions contribute to social and political polarization that undermine the 
consensus for needed policy reforms (Berg and Sachs. 1988: Haggard and Webb. 1993:
 

Birdsa"i. Sabot. and Ross. 1994). 
 The inability to reach consensus in order to avert or
 
resolve a crisis is consistent with an, 
 story of the costs of forming decisive coalitions
 
when decision makers are polarized. The most complete theory has been that of Alesina
 

and Drazen ( 1991 ). who propose a war of attrition model that explains why these costs 

might be high. In their model, the absence of consensus depends on divergent 

preferences on a single policy dimension and imperfect information about the costs of 
waiting. The argument in this paper relies on divergent preferences in a multi­

dimensional policy space in a perfect information setting. The larger uncovered set in a 

more polarized political regime creates greater opportunities for cycling among 

alternatives, or failure to reach consensus. 

The most frequent application of theories of gridlock in the face of crisis has been 
on the response of countries to foreign debt crises. Countries that are highly polarized are 

more likely to rely on outside borrowing in response to an inability to reach consensus 
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internally on policies with redistributive implications. In the 1970s. for example. Mexico 

attempted to contain social conflict by relying on fbreign borrowing to engage in populist 

redistribution while dropping tax reform measures opposed by influential elites. 

precipitating a debt crisis (Berg and Sachs. 1988). Berg and Sachs (1988) show more 

generallv that a country's likelihood of rescheduing debt and the rate of discount on the 

debt increase with the ratio of top to bottom quintile income shares, in a sampie of 35 

developing nations. 

We use different. qualitative measures of debt risk that allow us to look at samples 

of 70-plus nations and obtain similar results. We also consider tile effect of inequality on 

the ability of'countries to mitigate inflation. .\ sovereiun debt subjective risk rating. 

based on a survey of international bankers and supplied by InstutionalIn'estor,. is 

available from 1981 to the present. A loan defaults risk rating from International 

Country Risk Guide (ICRG) is available since 1982. For both of these ratings. higher 

numbers are better than lower. Controlling for per capita income levels -- and even for 

Latin America and Africa continent dummies -- income inequality is found to increase 

the subjective probability ot' defaulting on debt as evaluated by InsirutionalIn'estor. 

using the mean over the sample period (see Table I1.The effect of the middle quintile's 

share of national income, but not the ratio of the top quintile to the bottom two quintiles. 

is nearly significant for the ICRG measure. and both are of the expected sign (positive for 

middle quintile and negative for the ratio measure). 

Table 3 reports the effects of the inequality measures on these two measures of 

default risk for democracies and non-democracies. The table reveals a consistently 

stronger effect in democracies. These findings suggest that. in this sample and for this 

time period, the costs to citizens of opposing dictatorial decisions are sufficiently high so 
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as to reduce the size of the uncovered set to tile immediate neighborhood of the dictator's 

ideal point.'I 

Table I and Table 3 report similar results with respect to inflation, measured as
 
the average annual percentage dcpre.iation of currency over the time period. 
 The effect
 
of inequality seems to be insignificant in Table 1. However. as Table 3 indicates.
 

although inequality has little influence on the ability of autocracies to combat inflation, it 

is a significant impediment to democracies. 

Inequality and propern'rights 

The responsiveness oi countries to crisis, however, is only one of the
 
consequences ot polarized political environments. The inability to reach consensus and
 
the instability of policy outcomes also undermine the security of property rights that is
 
essential to economic transactions, in every macroeconomic climate. The first evidence
 

for this hypothesis comes from the cross-national relationship between available
 

measures of inequality arid property rights.
 

Inequality data are from various sources, with early-period observations
 

principally from Jain (1975) and later-period data chiefly from the World Bank.
 
International Country Risk Guide UICRG) and Business Environment Risk Intelligence
 

(BERI) are two sets of subjective evaluations of various aspects of the security of 

property and contractual rights around the world. Two private firms make these 
evaluations for sale to potential foreign investors in the evaluated countries. We have 
created two indices from some of the variables collected by these two services. The 

ICRG variable is an additive index of the five variables Quality of'the Bureaucracy, 

Corruptionin Government. Rule ofLaiv. ExpropriationRisk and Risk ofRepudiationof 

I I Countries are categorized as democracies that score less than 4 on the average of the Gastil indices of
political and civil liberties. The higher the cutoff point, the more heterogeneous is the set ofdemocracies, and the more homogeneous is the set of autocracies. 
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Contracts b Government. The BERI variable is an additive index of Bureaucratic 

Delays. Ationaii:ationPotential. Contract Enfbrceahilitv and Inf'astructure Qualitv.12 

The detinitions and evaluator criteria for these variables indicate that they
 

represent the insecurity of the definition of property rights in a society, rather than the
 

level of redistribution of those rights. 
 Where the rule of law is weak. where there are few
 

constraints on government repudiation of contracts. or where bureaucracies are able to act
 

arbitrarily. every allocation o"property rights is more likely to be uncertain. 
 The BERI 

values for Singapore. S %edenand Brazil illustrate this difference. Singapore and Sweden 

are both fairlv to very v calt h countries. Few would disagree that Sweden has a 

substantially more interventionist stance with regard to government participation in 

economic activities and redistribution. Brazil. however, would be regarded by most as a 

less secure place to do business. lf'BERI only measured the level of redistribution in a
 

society, then Singapore should rank considerably higher than Sweden and Brazil.
 

However. if it is the security ot property rights that BERI measures, then the values of 

Singapore and Sweden should be considerably higher than Brazil's. In fact. the BERI 

scores for Singapore and Sweden are 12.4 and 11.7. respectively, but Brazil's is only 7.9 

(only Bolivia and Iran score lower than 6. and no country scores higher than Switzerland. 

with 14). 

The dependent variables are means over the available years up to 1990: 1982-90 

for ICRG. and 1972-90 for BERI. Given the high costs of setting up institutions for 

protection of private property and the enforcement of contracts. such institutional 

development may be a function of the size and volume of market transactions. Thus, we 

control for initial GDP per capita (and its square) and aggregate GDP when testing the 

12 For further information on these property rights variables see Keefer and Knack (1993), inwhich they 
are found to be strong determinants of economic growth, and Knack and Keefer (1994), inwhich theyare found to provide strong explanatory power ingrowth equations even in the presence of political
violence indicators. 
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relationship between inequality and property rights.'- Neither. in fact. is significant. 
suggesting that the benefits of institutions that protect property rights outweigh their costs 
at all levels of income in the sample. Two inequality measures are used. the share of 

national income going to the middle quintile of households (MIDDLE) and the top 

quintile's share divided by the bottom two quinti~es' shares (RATIO). For the ICRG8290
 

regressions. inequality observations are circa 1980. and for BERI7290 are circa 1970.
 

Results presented in Table 2 support the argument that inequality undermines the
 
security of property rights. 4 
 Both inequality coefficients are significant at the 5% cut-off
 
tr both measures of the security of property rights. 
 Fhe strength ofthe reiationship
 

between inequality (as measured by either MIDDLE or RATIO) and property rights again
 

is significantly stronger in democracies than in nondemocracies (see Table 3). which is
 
consistent again with the hypothesis that opposing interests in nondemocracies in general
 

confront high costs in influencing policy decisions.
 

Inequality, property rights and economic performance 

The argument in this paper is that inequality reduces investment and growth by
 
undermining the security of property rights. 
 Insecure property and contractual rights
 
affect growth directly, by influencing the choice of production process and the erfficiencv
 
with which production is carried out. and indirectly, through investment. Consequently. 

if insecure property and contractual rights are an important channel through which 

inequality influences growth and investment, then the coefficient on inequality in 
regressions estimating the determinants of growth and investment should drop after 

controlling for the security of property and contractual rights. 

13The squared OLS residuals in the ICRG equations. although not the BERI. are correlated with percapita income. The ICRG equations were therefore run using weighted least squares, using GDP80 as
the weight. 
14 Unfortunately, the lack of reliable data on inequality or property rights over long periods of time 
precludes a thorough investigation of the possibility of reverse causality. 
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Following Persson and Tabellini (1994) and Alesina and Rodrik (1994). the
 

specification of the growth regression is
 

GR6090 = 130 -[iIGDP60 - 132PRIM60 + 133INEQUA1LITY' ­

alternately including and excluding BERI or ICRG.' 
 The two measures of inequality. 

MIDDLE and RATIO. are once again employed. All of our inequality observations are 

from the first half of the period 1960-1990: most are from before 1970. mitigating doubts 

regarding the interpretation of the results with respect to causality. PRIM60 is primary 

school enrollment in 1960. Weighted least squares is employed since the squared 

residuals of the OLS regressions are significantly neuatively correlated with per capita 

income levels. The results are displayed in Fable 4. Equations I and 2 show that. when 

ICRG is included, the effect of inequality (MIDDLE) on growth drops by nearly one half. 

A similar effect is found when ICRG is added to the growth equation with the RATIO 

measure of iiiequality. as reported in equations 3 and 4. Equations 5 - 8 indicate that BERI 

exerts a smaller, but still large influence on effects of MIDDLE and k4 TIO.16 

A similar set of equations was run for investment. The effects of the inclusion of 

the property rights variables on the inequality coefficient were similar. However. the 

inequality coefficients %%ereless often significant determinants of investment. even in the 

absence of the property rights variables. 

There are other channels, particularly education. through which inequality may 

operate on growth. as well. Indeed, the significance of the inequality variables in the 

samples explored here also falls substantially in OLS equations when seconiarv school 

enrollments, which are highly correlated with MIDDLE, are taken into account. 17 The 

t 5Secondary education is included as a regressor in much of the growth literature, but is often left out in
inequality-growth studies, due to its high multicollinearity with inequality measures. When observations 
are weighted by (the square root of) per capita income, both inequality and secondary education generally
remain statistically significant predictors of growth. 

16 A similar pattern is obtained using the Gini measure of inequality. 

171n Clarke (1992), it is the secondary education variable that verges on insignificance. 
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relationship of inequality and human capital may be characterized by causal relationships 
(hat go in two directions. Birdsall. Ross. and Sabot ( 1994) summarize results showing 
that as educational opportunities expand, the earnings disparity between the least and 
most educated workers drops. At the same time. they argue that higher incomes for the 
better-educated poorer segments of the population increase their demand for education: in 
this way, reduced inequality spurs the accumulation of higher levels of human capital.18 

These results demonstrate, then. that the explanatory power of various inequality 
measures in growth and investment equations systematically falls in the presence of two 
different measures of property rights insecurity. Ehis supports the hypothesis that an 
important channel of influence ol inequality on economic outcomes is through its effect 
on polarization and instability in political decision making. Fhese results do not exclude 
the possibility that inequality also reduces growth by creating greater tendencies for more 
redistributive. but certain, policies to be put into place. At the same time. this latter
 
hypothesis does not explain why the explanatory power of inequality would drop in the
 
presence of measures of uncertain (as opposed to known, hut unlfavorahle) property rights 

allocations. 

Alternative links between inequality and growth 

Early theories of the relationship between inequality and economic development 
held that inequality may be necessary to generate the savings needed for growth in poor 
nations (Lewis (1954), Kuznets (1955). Kaldor (1956)). The literature surrounding this 
claim is substantial. However. all recent empirical investigations have found negative or 
insignificant associations between inequality and growth after controlling for such factors 
as initial income and education (e.g., Clarke. 1992). Moreover. the importance of 

18 Although they do not draw this connection. property rights also affect investments inhuman capital.
Human capital accumulation not only increases levels of basic knowledge, but also permits greaterdegrees of specialization inthe work force. However, if government policy isunpredictable, then theoptimal fields of specialization may change dramatically from period to Po,4 cr tfi.dior

human capital accumulation. 

http:capital.18


18 

domestic savings for growth has also fallen as a result of the increasing role attributed to 

foreign investment and technology. 

Murphy. Shleifer. and \"islny 1989) have recently formalized a second way in 

which inequality might be related to growth. They argue that successful industrialization 

depends on the ability of manufacturers to find outlets for their products sufficient to 

justify using technologies that have increasing returns to scale. Ilowever. in the presence 

of less than perfectly free trade. successful industrialization may depend on the existence 

of a sizable middle class in the local market to provide this demand. Murphy et. al. offer 

historical anecdotes to support their model. Their theory is a non-political explanation 

lbr the general finding oi necative cross-country correlations between inequality and 

growth. 

However. their hypothesis does not seem to withstand more specific tests. If their 

theory is correct, the effect of inequality should matter more in smaller markets. In larger 

markets. the absolute size ot the middle and upper classes is large even in the presence of 

high levels of income inequality. M\arkets are small when the domestic market is small 

and there are barriers to trade. .\ natural wav to investigate these more specific 

hypotheses is to interact measures of inequality and market size in standard growth 

equations. Three types of market size variables are employed: population. aggregate 

GDP. and various measures of trade openness. The interaction of inequality with each of 

these variables is insignificant.I"These simple tests suggest that the primary effects of 

inequality on growth do not operate through inequality's impact on the attractiveness of 

technologies with increasing returns, and reinforce the importance of using political 

channels to explain the effect of inequality. 

19 Moreover, both population and aggregate GDP are insignificant, suggesting that these scale effects are 
more difficult to detect that the Murphy, Shleifer, Vishny theory would suggest. 
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Redistribution. inequality andgrowth 

Persson and Tabellini (1992. 1994) and Alesina and Rodrik (1992. 1994) argue 

that inequality gives rise to redistributive policies. slowing orowth.2-0 This effect relies on 
the median voter being a determining influence on policy. 2' If tlhe median voter is 

important. then growth in countries that offer the franchise to the poor should be more 

sensitive to inequality. Data availability in cross-country growth regressions requires that 

the extent of the franchise be proxied with regime differences, on the assumption that the 

poor can influence policies more easily in democracies than in autocracies. 

An obvious test of the hypothesis that high inequality impairs economic 
pertormance by creating pressures to redistribute income is to examine the relationships 

between inequality and government transfers. and between transfers and growth. 

Persson and Tabellini (1994) find in an OECD sample that transfer payments have a 

negative, but statistically insignificant effect on economic growth. They also find no 

direct evidence linking inequality and transfer payments, since the variable .IIDDLE is 
an insignificant determinant of the level of transfer payments in their sample. They 

suggest. however, that transfer payments are not a sufficient test of their model, since 

redistribution can take place through non-fiscal means as well. 

However. it seems probable that the median voter would be more decisive in 

debates over the government budget. which are most often conducted in legislatures, than 

over other redistributive issues, such as eminent domain proceedings or regulatory 

hearings, which are conducted in regulatory agencies and courts, over which legislatures 

(and therefore the median voter) have less direct influence. To further test the existence 

20 They suggest that the redistribution argument can be recast in terms of property rights. This paper
argues that there isan important difference between an unfavorable allocation of property rights to thosewith high ability, which isconsistent with a known policy of redistribution, and an unce~rtain allocation of 
property rights, which isnot. 

Although the first sections of this paper suggest that the underlying assumption necessary for a
"median voter" to exist isa uni-dimensional policy space. 
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of direct links of transfer payments to inequality, we examine a variety of other measures
 

of redistribution and find that they uniformly faii to suggest a positive relationship
 

between redistribution and income inequality in democracies. 
 Contrary to the predictions 

ofthe median voter model, the share of income held by the middle quintile of the entire 

sample is positively., although not always significantly. correlated with such measures or 

proxies of redistribution as social security and welthre payments, tax revenues as a 

fraction of GDP. average government consumption. total government expenditure as a 

percentage of GDP. government transfers, and share of employment in the state sector. 22 

Fhe lack of a positive relationship between redistribution and inequality persists using 

alternative measures of inequality, such as the Gini coefficient, and using a broader 

definition of democracy. ' 

Wagner's Law. although much in dispute. derives from the observation that
 

government spending appears to increase with per capita income. 
 However, the results of 

the bivariate analysis o"redistribution and inequality are not reversed by controlling for 

per capita income. In regressions of the various available measures of redistribution on 

initial income and MIDDLE or the Gini coefficient, the inequality variables always enter 

with the wrong sign (positive in the case of MIDDLE. negative for Ginil and generally 

are not significant. 

The strongest evidence presented by Alesina and Rodrik (1992) and Persson and 

Tabellini (1994) for their median voter-directed models lies in their results that the effect 

of inequality on investment and growth is stronger in democracies than nondemocracies. 

These findings are consistent with the model, as well as many of the empirical results. 

22 The data are from Levine and Renelt (1992), Barro (1991), and Milanovic (1994). 

23 Countries that are added inthis expanded list of democracies score a mean of between 4 and 6 over the 
1973-86 period on Gastil's index, namely Botswana. India, Israel, Sri Lanka. Greece, Spain, the 
Dominican Republic, Jamaica and Colombia. 
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presented here. However, measurement error may play a siganificant role in determining 

this difference. 

Using cross-country inequality data frcm Paukert (1973). Persson and Tabellini 

(1994) test a regression of the form: 

GR6085 = P0 ' 111 GDP60+ t32PRIAI + 133MIDDLE + i: 
where MIDDLE is the share of income of the third quintile of the population and PRIM is 
the rate of enrollment in primary school education. They find that the income share of 
the middle quintile of the population .\IIDDLEa has a significant. positive effect on 
growvth -- but not for a subsample of autocracies. We find this difference between 

democracies and dictatorships to he heavily dependent on tile use of six of seven 
observations -- all autocracies -- on income inequality that Paukert (1973. p. 125) warns 

-are of "rather doubtful value.'2 1 Deleting these suspect observations produces a positive 

and statistically significant coefficient fior MIDDLE among the autocracies. and the 
interaction term J/IDDLE*DEJ. CyRC"is no longer significant in the combined 
sample of democracies and nondemocracies. indicating that regime type does not 

significantly mediate the affect of inequality on growth.2 . _ These results are displayed 

in Table 5. 

.4 The six countries are Nigeria. Morocco. Tunisia, Sudan. Niger and Chad. 
25 Persson and Tabellini do not describe their system for classifying countries as democracies or 
autocracies. We split the sample into autocracies and democracies using an index resulting from thesimple addition of the country averages of Gastil's political freedoms and civil liberties indices over the1973-86 period. These indices are likely to be most favorable to the Persson and Tabellini hypothesisbecause countries that are scored most democratically not only have elections and other trappings ofdemocracy, but also provide indications (freedom of the press, for example) that democratic structuresactually allow the access assumed in the median voter model. Countries that score four or less out of 14(where 14 is least democratic) were counted .isdemocracies. There are fifteen such countries included in
the Persson and Tabellini sample. 

26 Clarke (1992) also claims to reject the null hypothesis that inequality affects democracies and non­
democracies differently, with a sample of 68 countries. However, he interacts income inequalitymeasures with a democracy dummy, but does not allow democracy to enter independently, despitesubstantial literature suggesting that political regimes might independently affect growth. If democracyhas a positive effect on growth, this omission would increase the chances that Clarke would falsely reject 



Using a larger sample. relying on income distribution data from Jain (1975) and 

other sources. Alesina and Rodrik I1992) also find a stronger relationship btween 

inequality and growth among democracies than among nondemocracies. Ilowever. 

democracy may merely he an indicator that inequality is measured more accuratelh: we 

find that interactions o"inequality with per capita GDP arc as significant as interactions 

ofinequality with democracy. If high-income countries tend to be democratic, and tend 

to generate more reliable data on inequality and income levels, there is a stronger 

probability of detecting statistically a true relationship in the democracy subsample than 
in the non-denocracy suhsample. This weakness would apply as well to the other results 

reported above that indicate a stronger effect of inequality in dernocracies than in non­

democracies. 

In fact. the weakness of the democracy-inequality interaction in growth equations 

should not be an entirely unexpected result. The fact that dictatorships do not have 

smooth-running electoral processes does not imply that they are immune to all political 

pressure. The short tenure in office experienced by most autocrats suggests that they 

might. in some circumstances, even be more sensitive to the pressures generated by 

income inequality. although our results do not support such a strong statement. In 

general. autocrats are vulnerable to replacement. and there are any number of reasons 

why high inequality could make overthrow more likely, a point that is discussed in 

greater detail below. 

Politicalviolence, inequality and economic growth 

An additional, but related avenue by which inequality could influence economic 

performance is through political violence. A large body of empirical work in political 

science has debated the existence of a robust link between inequality and the number of 

the Persson and Tabellini hypothesis: if democracy positively affects growth, the interaction term will be
biased towards zero, showing impact of regime type on inequality's effect on growth.

BEST AVAILABLE ) U0C'1 



23 

deaths due to political violence.27 Following Barro (1991 ). many cross-country growth 

analyses have included counts of revolutions. coups and assassinations. generally finding 

them to be negatively and significantly correlated with growth. 

Alesina and Perotti 1994) directly address the question of whether income 
inequality operates through political violence to reduce growth. They use principal 

components analysis to create a variable out of the number of politically motivated 

assassinations, the number of deaths due to domestic mass violence, the number of 
successful and unsuccessful coups. and whether a country is a democracy. "semi­

democracy" or dictatorship. !hev find that high socio-political violence reduces 

investment over the 1960-85 period in a simultaneous equations model. This finding is 
highly sensitive to alternative specifications. however. The violence-investment link 

disappears when initial GDP per capita is included in their investment equation as a 
proxy for the stock of existing capital. Omitting the dictatorship dummy from their 

violence index construction also weakens the inequality-violence link.2 

Some forms of political violence -- particularly the frequency of coups -- are
 
undoubtedly correlated with growth across nations. 
 On balance, the inequality-violence
 

connection requires more research. 
 This research is as much conceptual as empirical. 

since one would expect inequality to correlate most strongly with forms of violence 

requiring mass participation -- for example. riots, revolutions, armed attacks, and 

guerrilla wars. Itturns out to be as or more strongly related to coups. which typically 

involve merely elite participation. 29 Furthermore. coups are known to be endogenous to 

27 See, for example, Wang, et al. (1993). 

28The presumption that violence ishigher in dictatorships ismore appropriately the object of analysisrather than an assumption to be imposed on the data. They justify inclusion of the dummy intheirprincipal components exercise as a correction for underreporting of political violence inautocracies, butadding the dummy's principal components loading into a scale is no less arbitrary a procedure than
adding inany other desired number. 
29FIowever, Berg and Sachs (1988) argue inequality may "increase the prospects of a military coup, byrequiring a civilian government to rely on the army to maintain peace." 
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economic performance (Alesina et. al.. 1991). This raises the possibility that coups are 

only an indirect result of inequality, as inequality reduces growth through other channels. 

There are two obstacles to detecting the intermediate influence of political 

violence on the connection between inequality and growth. First. political violence is 

only one of many political channels through which inequality might operate, and perhaps 

the costliest. Fhe effects ofany one channel, are likely to be clouded by other influences. 

Second. the forms of political violence that are generally agreed to be the most related to 

inequality, such as riots, are likely to be severelh undercounted in developing countries. 

Conclusion 

Although economic inequality continues to be a complex. incompletely 

understood phenomenon. this paper presents additional reasons to suspect that its 

influence on economic growth is mediated by political dynamics that affect the security 

of property rights. The theory presented in this paper suggests that inequality gives rise
 

to a polarized political environment that undermines the security of property rights. 
 The 

inadequate protection of contractual and property rights stifles economic activity and 

slows growth. The theory provides a simple framework to explain such phenomena as 

the eftects of inequality on growth and on property rights security, and on the link 

between inequality and the difficulty that countries have in responding to economic 

crises. 

The paper also provides evidence on several fronts that supports the hypothesis 

that the effect of inequality on growth and investment is intimately linked to its 

relationship with property rights. We offer direct evidence that inequality is a significant 

determinant of the security of property rights. We also offer suggestive evidence that the 

effect of inequality in growth equations drops substantially in the presence of variables 

that measure the insecurity of property and contractual rights. In principle this effect may 

operate through the influence of the median voter on redistributive policies. However, 
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we find further evidence that the link between inequality and levels of redistribution is 

not signihicant. The evidence in this paper also suggests treating with great caution 

findings that inequality matters more in democracies than in autocracies, the primary 

evidence in support of median-voter driven models. We also lind evidence Ibr this 

difference, which is consistent with (but not a necessary outcome of) the model presented 

here. H.owever, such tindings are shown to be susceptible to measurement error. 

Because the policy implications of these two theories are quite distinct, an important 

research objective remains the development of tests that can more firmly distinguish the 

two possibilities. 
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TABLE I
 
Deftuult Risk, Infllaion, and Inectalily
 

Equation I 2 3 4 5 6 
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