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I nequality, Politics, and Economic Growth.
Three Critical Questions on Politico-Economic M odels
of Growth and Distribution

1. Introduction

One of the most commonly held prejudices among (mainstream) econamists is that of
an uravoidable trade-off between distributional equality and the supdy of goods: You
canna divide the econamic pie more equaly and, at the same time, have more of it.
This view appears to be theoreticdly well founded: In savings-driven growth models,
such as the ones implicit in classcd econamists writings, a more egalitarian
(functional) income distribution involves a trade-off in terms of slower eamnamic
growth ading through a dedine in national savings. In more recent neoclasscd growth
models of the Solow-Swan o optimal-capital-accumulation type, income distribution
does nat diredly affed econamic growth. However, feasible pdicy instruments of
redistribution are seen as distortionary and detrimental to savings and growth; or as a
famous quae of Okun (1975, p. 9) putsit: "the money must be carried from the rich to
the poar in ale&y bucket. Some of it will simply disappear in transit”.

Inspite of apparently being well founded in ecnamic theory, the conventional wisdom
has recently been chall enged by a substantial number of empiricd studies' which, al in
al, deliver a rather different message: (initia) inequality is detrimental to long-run
eoonamic growth. Stimulated by this evidence, as well as theoreticd developments in
intertempora macroecnamics and public dchoice, the last decade has witnessed a
resurgence of research on income distribution and econamic growth. The recent
literature has basicadly worked ou threetransmisson channels through which inequality
in the income and/or wealth dstributionwill acually slow down econamic growth.

A first econamic channel works through capital market imperfections becaise of which
the poa are denied to the dficient amount of investment. With deaeasing returns at the
individual level, redistribution to the lessendowed will be growth enhancing since their
marginal product is higher.? A second emnamic channel, according to Alesina and

1

For asurvey seeBénabou (1996).
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Seminal papers within this subset of theories include Galor and Zeira (1993; Banerjee aad Newman
(1993); Bénabou (1996) as well as Aghion and Bolton (1997).



Perotti (1996 and Benhabib and Rustichini (1996, stresses that inequality may lea to
socio-pdlitical instability which creates uncertainty regarding the pdliticd and legal
environment, disrupts market activities and labor relations and, thus, has a detrimental

influence on econamic growth.

This paper aims at reviewing and assessng the third, pdliti co-econamic (a.k.a. politi cd
econamy or endogenous fiscd padlicy) transmisson channel: In models endogenizing
both econamic growth and pubbic pdlicy, income inequality influences the balance of
power in the padliti cd system in such away as to generate pressure on the government to
increase income redistribution which, in turn, reduces incentives and slows down
eaonamic growth. Politi co-econamic models of growth and dstribution have fedured
most prominently in the set of theories linking inequality and growth. However, the
conventional paliticd emnamy view has been challenged on empiricd grounds. In
particular, Perotti (1996 finds grong empiricd suppat for the positive reduced-form
relationship between equality and growth, as well as for the socio-pdlitica instabili ty
approadh, bu less empiricd suppat for explanations based on the effects of income

distribution onfiscd palicy.

The present paper intends to complement Perotti's (1996) empiricd assesgnent by a
more fundamental theoretical critique of the pdliti co-econamic models of growth and
distribution® In the following, we question the three basic mechanisms the paliti ca
eoonamy inequality-growth transmisgon channel crucialy hinges on. We demonstrate
that ead of the medhanisms may beame invalid, whenever any one of various relevant
elements of reality — as discus=d in the specia literature — is added to the basic
paliti co-econamic models. Thus, the weak empiricd support for endogenouws fiscd
palicy explanations of the effects of income distribution onemnamic growth does no
longer come & a surprise, since the pdliti co-econamic models, as well as the spedfic
inequality-growth transmisgon channel they imply, are overly simplistic and inadequate
with resped to the isaues gudied.

The rest of the paper proceals as follows. Section 2 biefly surveys the pdliti co-

econanic models of growth and dstribution and identifies three main comporents of
these models. In sedions 3, 4, and 5 we &k for each of these model comporents

®  Assuch, it takes up in more detail several of the mncerns hinted at or sketched by Verdier (1994),
Saint-Paul and Verdier (1996) and Saint-Paul (2000.



whether the underlying assumptions are tenable, employing criteria like intuitive
plausibili ty, theoreticd rigour and empirical validity. Sedion 6 concludes by providing

asummary of results.

2. Crucial model components

Politicd econamy studies the interrelations between pditi cs and the econamy. One of
the most important fields of such interrelations are redistributive cnflicts and pdicies.
Withou considering growth, Meltzer and Richard (1981) have shown that in a pubic-
choice voting model, a rise in income inequality leals to a higher income tax rate to
finance lump-sum redistribution. In the recent literature, two main subsets of paliti co-
eoonamic models can be distinguished which take up this idea in modes with
investment-driven growth. Person and Tabellini (1994 focus on the persond
distribution of income axd wedth in a one-fador overlapping-generations growth
model. This approach was popuarized and given its canoricd form by Bénabou (199%)
and Aghion and Howitt (1998. On the other hand, Bertola (199) and Alesina and
Rodrik (1994 — in what has come to be cdled functiond distribution models — study
growth effeds of variations in infinite-lived agents relative endovments with

acaimulated and noraccumulated fadors.

The common feature of al of these pdlitico-econamic models is the spedfic
distribution-growth transmisgon channel they imply: income inequality influences the
balance of power in the pdliticd system in such a way as to slow down econamic
growth via increased redistribution and distortionary taxation. Accordingly, the models
can be decompaosed into three dements: first, a paliticd system in which the dtizens
fiscd preferences are transformed into colledive decisions; second the fiscal
instruments avail able to pulic padlicymakers; and third an econamic system linking the
fiscd variables and the eonamy’s growth rate. The negative reduced-form relationship
between inequality and growth therefore rests on a three-step reasoning in which each

causal stage mrrespondsto ore of the d&orementioned model comporents:
(1) Rising inequality induces more government redistribution (paliti cal system);

(2) More government redistribution is financed by higher distortionary taxation (fiscal
palicy instruments).

(3) Higher distortionary taxes reduce econamic growth (econamic system).



In the following, each o these logical comporents of pdliticd econamy models of
growth and dstribution will be questioned both from a theoreticd and an empiricd
point of view. It will be shown how plausible modificaions and a broadening of the

perspedive lead to argjedion d ead of them.

3. The political system: Does higher inequality really lead to more

redistribution?

Acoording to pditi co-econamic models of growth and dstribution rising inequality
implies more redistribution. This pdliticd medanism rests on a four-step reasoning
which basicdly amourts to an application d the median vater model to choices of
taxed-based government redistribution schemes as pioneered by Meltzer and Richard
(1982):

(i) red-world income distributions are skewed to the right, so that the median income

is lower than the average one;

(i) skewnessin income distribution increases with rising inequality inducing a fal in

the position d the median income relative to the mean;

(i) in a pdliticd equilibrium, the preferences of the voter with median income

determine fiscal pdlicy; and

(iv) the dtizens politicd preferences are exclusively based on their own present

incomes.

The first element in the dove medhanism can hardly be disputed when looking at the
empiricd evidence* The secnd causal link is quite innocuous as well.> Much more
serious challenges to the paliticd econamy approach result from real-world aspeds
relating to logica comporents (iii) and (iv) of the @éove caisal chain. These will be

discussed in sedions 3.1and 3.2respedively.

See eg. the comprehensive enpiricd survey by Gottschalk and Smeeding (2000.

Saint-Paul and Verdier (1996, p. 720) point to the fad that skewnessnot necessarily increases for all
mean-preserving spreads in income distribution. However, while this may have some relevance for
those rises in inequality that are heavily concentrated among the poarest, it pases no general thred to
the basic reasoning.



3.1Doesthe median voter determine fiscal policy?

In the pdlitico-econamic models of growth and dstribution the pdlitica process is
modell ed as democratic in the sense that the redistributive tax rate is determined by the
median vater in a mgjority vote dl citizens participate in (step iii ). At first sight, using
the median vater model seems to be both anayticdly and rormatively attractive. The
gred anaytical advantage of the median-voter approacd lies in the fad that aggegate
socia isales can be analysed with reference to the preferences of a single individud
agent (see Romer and Rosentha (1979), p. 144. Its normative atraction comes from its
vindicaing the democratic ided: governments are perfedly resporsive and resporsible
to their citizens wishes. Unfortunately, however, the modd suffers from some
significant drawbacks in terms of its applicability to the real world and, thus, loses

much o its apparaent intuitive dtradiveness

First of al, if government redistribution is dedded by majority rule, even in a static
partial-equili brium analysis the result will in general be indeterminate. As Wittman
(1995, p.16Z.) notes, such vating is to a grea extent marked with the problem of
colledive intransitivity. Government redistribution is a zero-sum game, and in the
absence of a @re any outcome can occur. If individuals are selfish and pditicaly
sensitive to even small changes in their incomes, there can be no pditi cdly determined
income distribution that dominates all other income distributions in a majority vote.
Rather, (almost) al conceavable distributions are on the voting cycle of colledive
intransitivity. To circumvent this difficulty, pditico-econamic models restrict voters
preferences in such away as to make the median vater theorem applicable: First, voters
preferences with resped to redistribution are defined aong a single dimension, and,
semnd, each vaer's preferences are aumed to be single-peaked in that one
dimension? It will be shown in sedion 3.1.1that in the @ntext of the paliticd econamy
of growth and dstribution preferences will almost inevitably be multidimensional and
multi peeked.

In addition the median vater model suffers from problems with other important aspeds
of democratic colledive choice well known from the literature and highly relevant for
growth and dstribution, remely intertemporal interdependencies, endogenous paliti cd

®  SeeMueller (1989, pp. 65F.



participation, and pdlitica delegation. These aspeds will be dedt with in sedions 3.1.2
to 3.1.4.

3.1.1 Multidimensional issues and multipeaked preferences

The median vater equili brium in padliticad economy models of growth and dstribution
hinges on the ndtion that redistribution can be treated as a one-dimensional isue &l
voters have single-pedked preferences over. Fulfilment of this condtion is assured by
constraining the menu d avail able padlicy instruments to a linea (or quasi-linear) tax-
cum-transfer scheme which can be charaderized by a single tax rate and redistributes

income from the rich to the poor in an almost monaonous manner.

In the real world, havever, government redistribution entail s a vast variety of measures
and pograms, making it a multidimensional pdliticd issue. Moreover, single-
pegkednessof preferencesis a strong assumption, espeaaly if asingle issue has svera
dimensions.” If red-world tax and subsidy programs are more flexible in general, the
overal direction d redistribution will becme blurred. As afirst and general argument
it can be said that, being lessrestrained by available instruments, the selfish median
voter shoud be expeded to take income from baoth the rich and the poar. Redistribution
in a democracy shoud thus not be monaonowsly progressve, bu rather from the tails

of the income distribution to the centre ("Director's Law").?

Additionally, pditi co-econamic growth models constrain government redistribution to
the use of monetary instruments (taxes and in-cash transfers) only. In redity, however,
red government expenditure and transfers in-kind have distributive implications as
well. That istrue nat only for those government expenditure programs that are explicitly
redistributive, but also for those in which the distributive impad is only implicit.
Aranson and Ordeshook (198l) even go as far as to assert that all government
expenditures have aredistributive comporent. But even if we restrict our attention to
those programs the redistributive asped of which is more than ory tangential, thelist is
nortrivial. One example of spedal significance for human-cgpital driven pditicd
growth models is pubicly financed education. On the one hand public expenditures for
primary and secondary education provide benefits mainly to members of the lower and

" SeeMueller (1989, pp. 67ff. for ageneral discussion.



middle dass On the other hand, it is empirically well-known that pulic expenditure for
tertiary educaion is highly regressve. The theoreticad explanation for this empiricd
finding lies in the fact that individual utilization d publlic educaion requires private
resource inpus, in particular forgoing income when attending schod. The need to pu in
one's own resources implies a tendency for the poa to be excluded from benefitting
from pubic education and, hence, raises the probabili ty of redistribution from the poor

to therich, rather than viceversa.

Yet ancther key constraint of padlicy instruments in the palitico-econamic models
studied here is that al individuas face the same tax-and-transfer schedule. In redity,
transfers are targeted to spedfic groups of citizens, often with the goa of increasing
suppat for the pdicymaker giving the transfer. If we drop the nstraint on the
government to apply the same tax-and-transfer schemeto al agents, what charaderistics
make a specific group of voters likely targets of redistributive efforts? Dixit and
Londegan (1996) present a model in which two parties with dfferent padlicy
preferences compete for groups of voters which base their votes on bdh a party's
pasition on pdicy isales and the transfers they receive. Within this dructure, a rich
variety of results is posshble. For example, transfer adivity will li kely be targeted at
swing voters if parties are identical in their ability to subsidize or tax different groups,
whileit will li kely be targeted at core suppaters —whom the respedive party can tax or
subsidize with relatively small deadweight losses —, when parties differ in their abili ty
to transfer resources to spedfic groups. However, there is no systematic mechanism
ensuring government redistributionto occur from the rich to the poar.

In short, the median-voter model's charaderization o the diredion o government
redistribution will nolonger had if the menu of avail able instruments is widened. Some
redistribution is in the diredion d the rich and much redistribution is difficult to
caegorizein terms of rich versus poar. Under such circumstances the single-peakedness
of the dtizens redistributive preference orderings can nolonger be taken for granted,

and the median vater equili brium might well disappear.

Even when focusing on wertical redistribution and tax-padlicy instruments, the more
general fedures of both a single tax and the tax system as a whole are inherently

multidimensiond. With multidimensional issues, however, mgority rule produces a

8 SeeMueller (1989, p. 448



palitica equili brium outcome only with owerly restrictive alditional assumptions.” In
general, the are of the pdliticd redistribution game is empty: there is no single
distributive proposal that would na be dominated by at lesst one dternative
distribution. Under such padentially unstable condtions it is no longer appropriate to
view government redistribution as targeted to the median vater. Rather, redistributive
measures will be targeted towards those groups whaose voting behaviour is judged to be
the most elastic — a reasoning in accordance with what is cdled probabdistic voting.
This approach's idea is that the relation between a candidate's pdliti cd position and hs
vote total is no longer deterministic. Instead, candidates perceive only a probabili ty that
any given vaer will suppat him, a probability which is a function d the candidate's
relative palitica platform and translates into an expeded vate total.’® On the basis of
this voting theory Hettich and Winer (1984, 1997, 1999develop pditi co-econamic
models of taxation in which the multidimensional structure of tax systems can be
derived as the government's equili brium strategy in pditicad competition. Although
Hettich and Winer (1999 limit their analysis almost entirely to static tax issues, ore of
their results is of particular relevance for pdliticd econamy models of growth: The
distribution d tax burdens does not follow any common nams (like eg. Simons's
(1938 "equitable taxation”, optimal tax rules or rules from what Hettich and Winer
(1999 cdl "fiscal exchange goproacd to taxation"), bu reflect the pdliti cians' interests
to be (re-)elected. Accordingly, those tax-payers will have to bear the heaviest tax
burdens whose voting behaviour is least influenced by tax iswues, whereas those tax-
payers whase voting behaviour is particularly elastic with resped to tax palicies will be
burdened with the fewest taxes. The individuals' relative income or wedth pasition,
thus, has an effed on the individual's tax burden ony insofar as it influences his or her
propensity to make tax pdicy a dedsive isaue in his or her voting behaviour. As a
result, a more unequal distribution will only lead to increased redistribution if it
significantly enhances the poa citizens voting elasticiti es with resped to redistributive
taxation relative to the rich citizens' ones. This might be the case from time to time, bu

the systematic mecdhanism proposed by pdlitico-econamic models of growth and

°®  Snyder and Kramer (1988, Cukierman and Meltzer (1991), as well as Berliant and Gouveia (1993,
try to adapt the median voter result for non-linea tax schedules which cannot be charaderized by a
single tax rate.

10" seePersson and Tabelli ni (2000), pp. 52ff. for amore extensive discussion of probibalistic voting.



distribution, acerding to which higher inequaity leads to more redistribution, canna
be derived from that.

All'in all, the types of preferences needed to bring abou the median vater equili brium
are quite unlikely. In particular, "the median vater result is an artefaad™ (Hinich (1977))
of the implausible assumption that paliticd isuue spaces have asingle dimension. If
paliticd candidates or parties can compete dong two or more dimensions, the median
voter equili brium disappeas and with it the padliti cd mecdhanism on which the results of

the padliticd econamy models of growth and dstribution rest.

3.1.2 Intertemporal interdependencies and rational expectations

The gplicaion d the median vaer theorem to the dynamic models of the pdliti cd
eoonamy approadh requires a suitable analytical simplificaion d the pdliticd and
eonamic environment. In pditi co-econamic growth models there eists a potential
multiplicity of intra- and intertemporal interdependencies. Accordingly, models of this
kind are much harder to analyze than their static counterparts and they are one degree
more mmplex than the usua intertemporal models withou pdliticd comporents. The
main analytical difficulty stems from the dynamic dimension d voting. In order to
rationally form her expedations, a strategically planning voter, at the time of her voting
dedsion,would have to take into accourt al effects of present pdliti cd measures on the
eoonamy's entire future evolution. Such a requirement comes with bah analyticd and

empirica problems.

Obvioudly, withou heroically smplifying assumptions, a complete strategic voting
behaviour isridded with severe andytical complications. Krusell and Rios-Rull (1996,
as well as Krusell, Quadrini and Rios-Rull (1997 develop a general pdliti co-economic
equili brium concept for dynamic models. It rests on sequentia voting which rationally
takes into acourt al future general equili brium effeds. Due to the model's complexity,
however, it can orly be solved by reverting to numerical solution techniques. In
contrast, the gproach used in the personal-distribution pditicd growth models is to
consider a radicdly simplified econamic environment in which a forward-looking
padliticd choice problem becomes anaytically tradable. Due to the overlapping-
generations dructure of the growth models employed by Persson and Tabellini (1994,
Bénabou (1996 and Aghion and Howitt (1998, every agent votes only once and takes
no dred interest in the paliti ca choices of the following period. Present voters could be

9



indiredly interested in future dhoices, since epedations of future palicies can influence
today's and tomorrow's prices which, in turn, drectly affed the present generation's
eoonamic situation. However, in the pdliticd growth models reviewed here the
eoonamic environment is smplified in such a manner that every agent can predict all
prices relevant to him withou any knowledge of future palicy chaices. Thus, the present
median vater neither diredly nor indiredly needs to take into acourt future voting
outcomes. While the assumptions of this approach are fairly restrictive, the models
pdliticd medanism acwrding to which higher inequality implies more redistribution
does not sean to depend on these smplificaions in any crucia way. In fad, the
numericd results obtained in Krusell's, Quadrini's and Rios-Rull's (1997 more complex
intertemporal sequential-voting model are qualitatively consistent with the analyticd
results suppied by the personal-distribution pditicad growth models: Both tax rate and
the eonamy's growth rate are constant along the eguili brium growth peth. Furthermore,
with an increase in the median vater's relative wedth pasition, the padliti cdly chosen tax

rate fall s whil e the growth rate increases.

An dternative gproach to determine the pdlitico-econamic equili brium in dynamic
models, chasen by the functional-distribution pditi cd growth models of Bertola (1993
and Alesina and Rodrik (199), is to restrict possble pdicy choices. To be more
predse, they assume that a time-invariant palicy must be dosen for al time & time
zero. Simultaneous validity of both elements of this assumption, ramely time-
invariance and orce-and-for-all choice d time zero, is necessary for the pdliti co-
eonanic equilibrium to exist. With reference to the red world, however, this
simultaneous validity seems to be highly questionable. Democratic dedions of
parliaments or governments are held in periodic turns. Furthermore, tax and
redistribution pdicies are not constitutional issuies but dedded upon at subsequent
stages of the pdliticd system. Therefore, redistributive tax rates can, in principle, be
changed on a "daily" basis. In this resped, functional-distribution pditicd growth
models ignore one of the basic dharacteristics of democracy, namely that the present
government is incgpable to irrevocably determine future pdlicies. On the other hand, as
argued by Krusell, Quadrini and Rios-Rull (1997 with reference to their intertemporal
sequential-voting model, the requirement of time-consistency implies that the tax path
arising from an empiricaly more relevant period-by-period vaing will nat be identicd
to the one aising from aonce-and-for-all choiceof a @nstant tax rate & time zero, even
if the former results in a constant tax rate. All in all, therefore, the padliticd medanism

10



in the functional-distribution pditica growth models of Bertola (1993 and d Alesina
und Rodrik (1994, according to which higher inequality implies more redistribution,
must be a®sed to be an artefad of an owerly simplistic model inadequately leaving
out relevant aspeds of pdlitica reality.

The last point alrealy leads into the empirical problems asociated with the asumption
of well-informed strategic voting behaviour. While the rational expedations hypothesis
might be amatter of theoretica coherence in choicetheoreticdly micro-based models
of new classca macroeconamics, Saint-Paul (2000, p. 97) warns that "padliticd
econamy pushes the rationality assumption even further than ecnamics'. To be more
predse, in macroeconamic models with no @ exogenously given government behaviour
private agents need to know those fadors "only" that affed ewnamic variables
equili brium values. Rational expedations in a pdlitico-ecnamic growth model,
however, in addition require agents to completely know abou how palicy measures will
affect the econamy's behaviour. In particular, econamic agents must be ale to take
acount of the general equili brium effeds of government pdlicies. But in a dynamic
paliti co-econamic model an econamic agent's pay-off is influenced by a padlicy choice
at timet viavarious channels: first, there is an intratemporal channel through which the
pay-off at timetisdiredly affeded by the e@namy's aggregate ressource onstraint and
indiredly by the general equili brium effeds on fador prices. Secondy, there ae direct
intertempora effeds cgptured by the state-variables' law of motion which have genera
equilibrium effeds on pices. And finaly, there are indirect intertemporal effeds of
present policies on future policies: for instance, present policy measures affed the
income or wealth dstribution's law of motion which, in turn, influences future padlicy
choices via the pdliti cd aggregation rule. For the evaluation d certain pdicy measures
ocauring stochastically and regularly, like eg. monetary pdicy measures, the
knowledge of genera equili brium effects may suffice, bu for the mgority of padlicy
measures this will not be the case. Many government padlicies are not implemented ona
regular basis but are themselves the result of a permanently changing mixture of short-
term pdlitics, ideologicd beliefs and a society's Zeitgeist (spirit of the age). The
majority of pdliticd reforms and measures are, therefore, singular events in history. To
adequately evaluate their effeds, every citizen would need a complete structural genera
equili brium model of the eonamy — and, in addition, the certainty that this model will

work in an environment that has never existed before!
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The &ove reasoning leads into a general dilemma of padliti co-econamic model buil ding:
On the one hand it is nat passble to represent phenomena stemming from the principal
openness and interadive complexity of social systems in a mathematicd model the
anayticd tractability of which presuppses an a-priori reduction d that very
complexity. On the other hand, it is the necessty to seled in an owerly complex socia
environment and the contingency following from that seledion constraint that give birth
to a structural uncertainty which is a @nstitutive dement of the very ideas of
democracy and, in particular, democratic compromise. The vast mgjority of red-world
padliticd corflicts is not simply grounded in oppaing but well-informed interests.
Rather, many debates on ecmnamic and fisca padicy isues come from oppasing

conceptions and theories abou how red-world econamies are adually working.

While the esential core of this argument, qute obviously, canna be captured in a
mathematicd model, Piketty (199%) provides a notable atempt to ill ustrate acentral
asped of the @owe ideas in a formal-anaytica manner as well as applying it to the
isaues of inequality and redistribution. He develops a rational-learning model in which
voters have rflicting views abou redistributive taxation nd becaise they are
maximizing different objective functions but rather because, through their various
mobility experiences, they estimate the incentive wsts of redistributive taxation
differently. Rational agents who a priori share the same distributive goals try to lean
from their income trgjedories both the society's mobility matrix and to what extent
individual emnamic success responds to individual effort. However, complete
knowledge &ou the relative importance of individual effort on the one hand and
predetermined factors beyond ore's control on the other hand in the generation o
inequality would require a lot of costly social experiments. Therefore, it is rational to
settle with a cetain degree of uncertainty abou society's gructural parameters which
opens up the posshility of different views abou the incentive asts of redistributive
taxation. Thus, in the long run dfferent mobhility experiences lead to a cntinuum of
dynasties differing in their beliefs concerning the socially optimal redistribution rate.
On the ore hand "left-wing" dynasties, predominantly foundin the lower class believe
predetermined factors and social rigidities to shape individual econamic success and,
thus, suppy less effort in the eonamic system and support higher redistributive
taxation in the pditicd system. On the other hand, "right-wing" dynasties,
predominantly foundin the midde and upger class believe individual effort to be of
paramourt importance in the pursuit of ecnamic successand, accordingly, work harder
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and suppat less redistribution. Piketty (1999 thus suggests that the main dfference
between vaers is not necessarily their conflicting interests but rather their different
conceptions abou palicies. However, these beliefs are not arbitrary. They rest on
different pieces of information the agents have been exposed to duing their socia life
and depending on their respective e@namic positions. In the fina analysis, therefore,
the qualitative results derived in pditi co-econamic models of growth and dstribution
are not necessariliy disproved by Piketty's (1995 analysis. abeit now mediated through
pdliticd beliefs, the poarer "left-wing" citizens ill cdl for more redistribution, while
the richer "right-wing' citizens are still oppased to redistributive taxation.

3.1.3 Endogenous political participation

The simple median vater model used by the pdliti co-econamic models of growth and
distribution assumes every voter to have the same weight in pditicd dedsion-making.
However, as 0n as pdliticd participation is endogenized o additional fadors other
than the dedora vote ae taken into accourt, pditicd power starts to be unevenly
distributed even in a democracy and the median-income dtizen need nolonger be the
dedsive voter. In particular, ore can exped padliticd participation and influence to
interad with a @urtry's income and wedth dstribution in such a way as to urdermine
the analyticd results of the basic median vater model. In many courtries, participation
increases with the level of income, so that the dedsive voter is above the median. As
shown by Saint-Paul and Verdier (1996, the dedsive voter, then, might well get richer
relative to the mean in resporse to rising inequality and, accordingly, carry through less
redistributive taxation. Ades and Verdier (1996 endogenize pdliti cd participationin an
intertemporal model. As padlitica participation is limited by exogenowsly fixed sunk
costs of entry into pditics, society disintegrates into two urequal groups of citizens.
Rich dynasties with high initial wedth pay the entry costs and form a pdliticd €elite
appropriating rents by levying distortionary taxes. On the other hand, citizens with low
initial wedth form the pdliti cdly inactive masses. As, furthermore, pditicd power is
pased on from generation to generation, the long-term equili brium depends on the
initial wedth distribution and the entry costs. unequal societies tend to become dosed
and experience apditicd and econamic dedine acompanied by increasing all ocative
distortions and socia polarization. In the human-capital growth model of Bourguignon

and Verdier (1997 pdliticd participation is endogenous, too. only educated citi zens
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participate in elections. Since, however, human capital accumulation requires payment
of aprivate fixed cost that, due to the dsence of a capital market, must be self-financed,
poar individuals are excluded from education. Therefore, vating is positively correlated
to the level of income (or education). The limited franchise means that, even though
low-income dtizens are a mgjority in the popdation, redistribution will not necessarily
be imposed ontherich in amajority voting system. However, due to the existence of an
externaity in human capital acaimulation, the rich may voluntarily transfer income to
some of the poar, because it isin their own interest. As aresult of this redistribution, a
new midde-classwill emerge that with increasing numbers will gain pditicd control.
Bourguignon and Verdier (1997 show that in their model a number of equilibria is
paossble, where the most important determinants of the nature of the eguili brium are the
size of the aucaional externality and the degree of initial income inequality. One
result, however, is of speda interest for our discusson. Low inequality implies an
equili brium with high growth and income redistribution away from the rich once the
middle dassgains pdliticd control. On the other hand, higher values of initial inequality
will imply less (more exadly, no) redistribution. The reason is that as the degree of
inequality rises, so will the degreeof redistribution if the rich cede power to a newly
creded midde dass Therefore, the rich will ether limit their educaion subsidies in
such away as to maintain pditicd control, or they will cede @ntrol to the new midde
class because the latter will chocose zero redistribution, given its distortionary costs. In
short, sinceit induces the rich to block the processof democratization, higher inequality
could lead to less redistribution — exadly the oppdasite of the pdliticad medanism
immanent to the padliticd econamy growth models in which pditicd participation is

exogenoLs.

3.1.4 Delegation, the principal-agent problem and interest groups

Finally, the median vater theorem diredly links actual budgetary pdliciesto the dtizens
preferences with resped to redistribution (and growth). In a precise sense these close
ties only had in a model of direct democracy with urlimited franchise. Dired
democracy, however, is not descriptive of how collective choices are made in the red
world. In any pdliti cd system with alarge number of citizens transadion costs of direct
democracy are prohibitively high and, thus, require pdliticd delegation and
representation. Representative democracy, however, means that — except for the
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empiricdly irrelevant case where dl voters have identical preferences — citizens have to
delegate power to agents who do nd have the same preferences over padicies as the
voters they represent, and yet are aititled to make wlledively binding dedsions. The
median vaer theorem trivializes this fundamental principal-agent problem in an
artificial manner by employing assumptions which ensure that, once deded,
governments are perfed agents of their constituencies. Apart from the special set of
asumptions under which the median vaer theorem remains valid even in indired
democracy, however, pditicians possess discretionary latitude with respect to their
voters preferences. A particularly important red-world implicaion o this discretionis
the pdliticd influence of interest groups. For the iswue of redistribution, a notable
aternative to the median vater approadh is, thus, given by models of interest group
competition, as have been developed by Peltzman (1980 and Beder (1983). Like
Meltzer and Richard (1981), Peltzman (1980 links the growth of government to the
distribution d income. In contrast to the former, howvever, he does not make use of the
median vater theorem. Rather, he asaumes a form of representative government in
which candidates compete for votes by promising to redistribute income toward those
voters or groups of voters that join the candidate's coalition d suppaters. According to
Peltzman (1980 the potential suppaters of a candidate will have the more bargaining
power and will, thus, enforce the more redistribution towards them, the more equal the
distribution d income anong them. Therefore, in striking contrast to the paliticd
mechanism of padlitica econamy models of growth and dstribution, redistribution will
be the larger, the more equal the initial distribution d income.

The linking up of individual pdlitica preferences with actua government palicies is
further loosened when considering aternative theories of pdliticd distribution!* For
instance, the "state autonamy" approach emphasizes governments institutional cgpaaty
to ad independently of external demands or outside influences. Instead, the state — even
under democracy — may supdy palicies autonamously, whether in the self-interest of
state managers or in the interest of the puldic as interpreted by state managers (see
Przeworski (1990, pp. 57f.). Similar implications follow from neocorporatist models
of pdlitics, as provided e.g. by Schmitter (1974, 1983 according to which a handful of

socia asociations, in particular trade unions and businessorganizations, enjoy a virtua

11 seePrzeworski (1990 for a useful survey.
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and at times lega monopdy of representing functionaly defined interests. This
monopdy endows these sociation nd only with the external power to enforce their
demands in pditi cs, but also with a high degreeof internal autonomy and independence
with resped to their members' interests and pditicd demands. Finally, most of the
Marxist classconflict theories of democratic palitics leave out the democratic part
entirely. "Sructural-dependence’ theory assrts that governments face binding
constraints on the palicies they can pursue which are impased by the capitali st classand
its autonamy and predominant role in the productive sedor. Capitaists, in ther
colledive role & investors, have a de fado veto ower state pdicies in that both
eoonamic performance (goods supdy, econamic growth and employment) and pditi cd
success of state managers crucially depend on their willi ngness to invest. Citizens
preferences are thus dominated in the pdliticd process by the interests of owners of

prodictive assts. ™

3.2 Are citizens political preferences exclusively based on their own present

incomes?

The final link in the causal chain conneding inequality to government redistribution in
padliticd models of growth and dstribution proposes that, given the direction o
redistribution, vders form their palitica preferences based exclusively on their present

relative income pasition (step iv).

On the ore hand, all househdds with income below average shoud favour
redistribution. Thus, given an income distribution skewed to the right, a logic of
exploitation inheres in the median vaer theorem: A relatively poa majority shoud
expropriate richer citizens and redistribute the latters” incomes towards themselves. Y et,
expropriation d such extent is not known to exist in any red-world democratic system.
Moreover, survey evidence indicates that even obvous beneficiaries of government
adivity do nd significently differ from other voters in their preferences for tax
palicies.'® How can these enpiricd results be explained? Politicd econamy models of
growth and dstribution focus on ore @nceavable reason orly: deadweight losses
resulting from taxation. Even a poa voter aacepts limits to redistribution whenever

12 seeOffe (1979, Przeworski (1990 or Wittman (1995.
13 seeCourant, Gramlich and Rubinfeld (1980) as well as Gramlich and Rubinfeld (1982).
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eoonamic growth is gimulated to such an extent that growth-induced improvements in
her personal goods uppy exceed her patentia redistributive gains. Musgrave (1988
streses the midde dasss voting behaviour as an additiona limit to verticd
redistribution. He shows for the three-groups case that only in very polarized societies,
in which there is considerable distance between the highest incomes and the two lower-
income groups, the latter two will join to pditicdly redistribute parts of the highest
incomes toward them. The more egual the initial distribution d income, howvever, the
more probable acodlition d the two higher income groups becomes. This pdliticd
option, which ads as a limit to verticd redistribution in a democracy, will be of
particular empiricd relevance in courtries where ahuge part of the dedorate mnsider
themselves to be members of the midde dass A third concevable explanation d the
empiricd no-exploitation result for real-world democracies is given by the so-cdled
"prospect of upward mohility" (POUM) hypathesis: Even the relatively poa citizens
with income below average do nd suppat high redistributive taxes because they hope
that they, or their off spring, may move up in the income distribution and may therefore
be hurt by such pdicies. Putterman et.a. (1998, p. 89% believe — as other econamists
before have cmncluded as well — that "voting against wedth taxation to preserve the
good fortune of one's family in the future caina be part of a rational expedations
equili brium, urlessthe deadweight lossfrom taxation is expeded to be large or voters
are risk loving over some range'. However, Bénabou and Ok (2001) show the POUM
hypothesis to be perfectly compatible with emnamic agents who hdd rationa
expedations over their income prospeds. In their stochastic-endowment model
eoonamy there eists a range of incomes below the mean where agents oppase lasting
redistribution if tomorrow's expeded income is an increasing and concave function o
today's income. Under these drcumstances, even the median vaer may oppase
redistribution whenever either the @ncavity of the income transition function
(conreding income today to income tomorrow) or the length o time for which taxes are

preset are sufficiently large.

On the other hand, redistribution may — at least up to a certain extent — be suppated
even by those who via taxation lose income, i.e. by higher-income dtizens. For their
axceptance of government redistribution two rather different motivations are
conceavable: Firstly, someone whois not poa today, may well become poa tomorrow.
Where private provision d insurance against future income risks is prevented by market
fallures that result from asymmetric information, risk-inverse agents will demand
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government redistribution as a means of social insurance (see Barr (1992 or Sinn
(1999). If voters are uncertain abou their income & the time they choaose atax-transfer
income, redistribution d income ex post will be motivated by the desire to share risk ex
ante. In apadliti cd equili brium, thiswill change the voting behaviour of a particular sub-
group of voters: those dtizens with incomes at or dlightly above the average will now
suppat a higher tax rate, due to the socia insurance character of government
redistribution. Second and more importantly, the median-voter theorem's implicit
asuumptions about voters' preferences contain a fundamentally flawed spedfication that
touches upona second constitutive charaderistic of democracy. The e@nanmic theory of
democracy asumes that individua podlitica preferences are fixed and canna be
changed through the pdliti cd process In this perspedive, the pdliticd dedsion pocess
serves only to reved and aggregate exogenously determined individual preferences. Sen
(1977, among others, pants to the fact that individuals' preferences can be dtered in
the pdlitica processby socia interadion and, in particular, communication with athers.
The democratic pdliticd processis, acording to this view, na "only an arena, where
adors with given interests fight to promote them", bu rather "an agaa, where
individuals discover through discursive interadions what their coll ective identities and
thusther interests are” (Przeworski (1990, p. 23.). The latter argument amourtsto ore
of the mnstituting ideas of democracy as elaborated duing the 18" century and
eventually trandated into the first modern democratic institutions. Both in Roussau's
conception d a volonté general and the American revolutionary thought, individual
preferences were @nceved to be not smply reveded and aggregated, bu rather
transcended in an ingtitutionalized pusuit for the single @mmon good. The
implications of such an understanding of democracy have early been naed by Buchanan
(1954, p. 120 "The definition d democracy as 'government by discusson' impli es that
individual values can and dochange in the processof dedsion-making”. While invoked
as their intelledua father by pulic-choice theorists, Schumpeter (1975, p. 263 as a
matter of fact, shares this perspedive on the pdlitica process insisting that: "What we
are onfronted with in the analysis of pdliticd processis largely not a genuine but a
manufadured will ... the will of the people is the product and nd the motive power of
the paliticd process’. With resped to this asped of redity, the pdliticd econamy
models of growth and dstribution are fundamentally flawed. Neither the majority rule
in adired democracy nor models of party competition can be based onthe asumption
that the distribution d preferences is smething gven independently to the pdliti cd

18



competition. Rather, this distribution is a ontingent outcome of, among others, this
very competition. For this reason, puldic debate and socia interaction day such a
tremendots role in shaping socia values and oligations. For instance, with resped to
the isaues under review here, Fong (2001) using socia survey data finds that, contrary
to the spedficaions in the pdliti co-econamic growth models, self-interest aone caana
explain individual redistributive preferences. Rather, attitudes to redistribution are
heavily influenced by social values and beliefs about distributive justice In particular,
citizens suppat redistribution to the poa if they believe poverty to be caised by
circumstances beyondthe individual“s control. Therefore, even among the rich one may
find high levels of suppat for (certain) redistributive programs.

4. Fiscal instruments: Does more redistribution really imply higher

distortionary taxation?

In addition to the pdliticd medanism implied, the results of the pdliticd ecnamy
models of growth and dstribution crucially hinge on the spedfic menu of available
fiscd pdicy instruments. In these models pulic pdicymakers can pursue their
distributive goals with distortionary instruments only. Accordingly, any fiscd padlicy
oriented towards redistribution uravoidably leads to incentive distortions and losses of
efficiency and growth. As discussd before, however, real-world governments have
more than orly one instrument avail able for redistribution. The problem that all ocative
eff ects depend uponthe menu d available pdlicy instruments is, of course, well-known
from the literature on ogimal taxation. In an "ided" first-best world the Second
Theorem of Welfare Econamics guarantees any point on an eoonamy's utility
paosshiliti es frontier to be feasible with the help of alump-sum tax system. Accordingly,
government redistribution would be ale to bring about any desired distribution withou
losses in terms of alocdive efficiency. In more wmplex dynamic settings, however,
such atextbook separation d distribution and al ocative efficiency is nolonger feasible:
A lump-sum redistribution would be @mnceavable only at the very beginning of time e a
once-and-for-all wealth taxation. In an ongoing dynamic environment where binding
and complete intertemporal contrads are not avail able, however, such a tax padlicy is
dynamically inconsistent, canna be credibly implemented and, thus, loosens the link
between individual supdy dedsions and individual consumption levels. Allocaive

efficiency and distributional isaues are, therefore, inevitably intertwined.
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Even if government redistribution pdicy has to rely on distortionary instruments, a
conflict between all ocative dficiency and ecmnamic growth onthe one hand and a more
equal distribution onthe other hand may nevertheless be avoided, provided that the
menu d available pdlicy instruments is wide enough. Irrespective of their income,
econamic agents unanimously agreethat efficiency shoud be adieved. This obedive,
therefore, is not in conflict with the agents' heterogeneous incentives to redistribute
income, as long as the latter can be pursued by a separate instrument. In particular,
alocaive dficiency and hgh econamic growth can be maintained by suitably arranged
subsidy payments, even if tax rates are dhasen according to redistributive goals. To be
more precise, in the padliticd ecnamy growth models of the personal-distribution type,
where caital accumulation is the ultimate driving force of econamic growth, it is both
possble and enforcedle in a democratic padliticd system to combine progressve
income taxation with a @mnsumption tax and investment subsidies in such a way as to
keep factor accumulation and growth at the desired level.** A related conclusion can be
drawn with resped to the functiona-distribution type of pdliticd growth models. In
Bertola's (1993 two-fador model, capital-poor individuals quite naturally vote against
pdlicies that raise the econamic growth rate by reducing their share of aggregate
income. However, if redistribution is carried ou by subsidizing investment instead of
taxing fadors, growth and inequality are positively correlated: Poor agents suppat
growth-enhancing investment subsidies, whil e rich individuals oppcse it, sinceit lowers
the value of the eisting capital stock. Accordingly, redistribution and growth rate are
the higher, the poarer the median vater isrelative to the average one.

5. The economic system: Is more redistribution really harmful to
growth?

The third and final mechanism linking more inequality to less growth in intertemporal
padliticd eamnamy models is that higher taxation which acmmpanies an increase in
redistribution aff ects growth negatively. While this proposed negative growth effect is
in acordance with conventional pubic-finance textbook wisdom on the partia-
equili brium effeds of tax palicies with resped to labou supgy and savings, it is far
from being incontrovertible from an empirica point of view. In particular, Sala-i-Martin

14 SeeBénabou (199%) for aformal demonstration of this satement.
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(1997 and Perotti (19969 have both found empiricdly that there ae positive
correlations between redistributive government expenditure and various tax rates on the
one hand and econamic growth onthe other hand. In the following we will sketch four
theoreticd arguments discussed in the literature why more government redistribution is

not necessarily harmful to ecnamic growth.

5.1Imperfed capital marketsand externalities

In pditico-econamic growth models of the personal-distribution type the negative
growth effed of rising inequality crucialy depends onthe essumption d perfed capital
markets. Oppartunity costs of an investment, namely the interest rate, are the same for
baoth creditors and debtors. Accordingly, investment incentives are solely determined by
after-tax private returns, and even a threa to tax parts of these returns suffices to
depress capital accumulation and hence growth. Things change, however, when
government redistribution serves as an institutional substitute for missng or less than
perfect markets. When, for instance, poor econamic agents are liquidity constrained and
hence ae nat able to invest in cumulative fadors which are the engines of econamic
growth, redistribution d income to the poa helps them to overcome the @nstraints
caused by capital market imperfections, thereby increasing the acomulation o

productive factors and thus the growth rate.

A semndreason why redistribution may enhance growth are positive externaliti es in the
process of cgpital accumulation. In bah the theory and empirics of ecnamic growth,
human capital is ®e as an important engine of growth which is associated with
significant externdities in its process of accumulation. Accordingly, increassed
education investments by the direct beneficiaries of redistribution may have a paositive
effect on those being taxed as well, implying the prosped of both a positive growth
effect and an aggregate welfare gain from redistribution *

15 SeePerotti (1993) as well as Saint-Paul and Verdier (1993) for growth models which combine capital
market imperfedions and externaliti es in the processof human capital acaimulation with the paliti cs
of redistribution.
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5.2Life-cycle dfeds of taxation

With resped to the functional-distribution pditica growth models of Bertola (1993
and Alesina and Rodrik (199), where individuals (or dynasties) differ in the
compasition d their income acoss fadors, droppng the assumption d consumers
infinite horizons can equally turn the growth effects of tax pdlicy. Bertola (1996 and
Uhlig and Yanagawa (1996 show that in models with finite individua lifetimes an
equal-revenue tax shift from labou to capital income may actualy raise the eonamic
growth rate. This rests on the fact that individual wedth patfolios follow atypicd life-
cycle pattern. Withou inheritance, newly born agents at first must build up a caita
stock out of their labou income. Hence apital incomes are in their vast majority
receved by old agents. Taxing capital income higher, while & the same time lowering
the burden on labou income leaves young agents with higher disposable incomes to
financetheir savings. The overal effed on capital accumulation, therefore, may well be

paositive.

5.3Demand composition effeds

Whenever preferences are not homothetic, an additional channel through which
redistribution may have apositive effect on gowth comes into play in that aggregate
demand now is influenced by income and wedth dstribution (see Saint-Paul and
Verdier (1996, p. 726. According to Murphy et.a. (1989, onthe one hand in the early
phase of industriali zation enowgh initial wealth has to be available to help industries to
cover their fixed costs. On the other hand, aggregate wedth shoud be distributed
broadly enough to generate astrong demand for a broad range of manufactures. Thus, at
least at this dage of development, redistribution can have apositive dfect on econamic

growth when it helpsto create an ecmnamically important midde dass

5.4Crime, social capital, and social background conditionsfor economic growth

Criminal and aher deviate behaviour or non-compliance to social horms reduce the
seaurity of property rights in an ecnamy, thereby discouraging the accumulation o
productive factors. When in a society the gap between rich and poo widens, the
oppatunity costs of crimina adivities are deaeased for those poorly endowed with
productive adiliti es, while & the same time their potential gains from crime increase.

The resulting increase in criminal adivities makes property rights less gcure which, in
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turn, dscourages investment, thereby impeding eanamic growth (see Josten (2001)).
Thus, another rationale for positive growth effeds of government redistribution is that
transfer payments keep (poar) citizens from such adivities which are socially harmful

and dminish incentives to invest.

In general, ore can exped the econamic development of a courtry to be suppated o
constrained by society (see Temple and Johrson (1998). The @ncept of social capital
provides a useful umbrella term that tries to capture the intuitive idea that resources
embedded in socia networks of mutua trust and willi ngness to co-operate ae
important determinants of long-run ecmnamic success and gowth. As empirica
evidence (e.g. Knadk and Keefer (1997) suggests, the quantity and quality of a nation's
socia capital is, in turn, sensitive to the extent of social and econamic inequality in that
courtry. Therefore, another reason why redistribution might be positively related to
eacnamic growth is that it helps to strengthen the "socia fabric" with pasitive éfedson
econamic performance and intertemporal goods supdy.*®

® Seedosten (2002 for aformal model.
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6. Conclusion

This paper has asked whether there are goodtheoreticd and empirica reasons to stick to
the threemain propasitions on which standard pditi co-econamic models of growth and
distribution crucialy depend: (1) rising inequality induces more government
redistribution, (2) more government redistribution is financed by higher distortionary
taxation, and (3) higher distortionary taxes reduce e@namic growth. We have presented
a variety of theoretical arguments demonstrating that all three propaositions may be
overturned by simply changing an assumption in a plausible way or adding a relevant
red-world element to the basic models. Therefore, our question hes to be dearly
answered in the negative.

In generd, the results obtained in padliti co-econamic models of growth and dstribution
are not sufficiently robust against variations in the models logicd components. In
particular, it has been demonstrated above that the asciation between inequality and

growth changes its sgn, whenever:

 the pdliti cd influence of interest groups istaken into acour;

» themenu d avail able padlicy instrumentsis widened;

» cagpital markets are imperfect; or

» socia badkgroundcondtionsinterad with inequality.
Furthermore, the foll owing aternative specifications of model comporents:

* multidimensional tax padlicy dedsions;

* net distribution effeds of awider menu of padlicy instruments;

* pdliticd role of the midde dass or

» endogenous paliti cd preferences

no longer alow to derive asystematic tendency that "more inequality implies less
growth", i.e. they are compatible both with growth incressing as well as growth
deaeasing effeds of (initial) inequality.

Transcending the particular model context, the pdliticd econamy approadch has been
shown to suffer from three fundamental misgedficaions of the democratic paliti cd
process First, it canna adequately represent the phenomenon d structural uncertainty
that stems from the principal openness and interactive over-complexity of modern
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society. Second, the median vaer theorem triviaizes the principal-agent problem
fundamental to any representative democracy. Third and finally, the e@namic theory of
democracy does naot take into account that the distribution d pdliti cd preferencesis not
something gven independently to the paliticd competition, bu rather is a cntingent
outcome of, among others, this very competition. All threemisgedfications touch upon
aspeds of redity which are mnstitutive dements of the idea ad concept of democracy.
Therefore, it is of particular relevance for the gpropriatenessof the padliticd econamy
models for studying red-world issues that most of their central results cease to hdd, as
soon as any one of these @nstitutive dements of democracy is added to the basic

models.

All'in all, though the nation d inequaliti es in income and wedth being the major fadtor
inducing paliti cd presaure for redistribution seems to be intuiti vely plausible, in the red
world the interactions between inequality, government redistribution and econamic
growth are far more complex and, thus, more subtle than suggested by the mnventional
pdliticd emnamy perspedive. Accordingly, from a theoretical point of view the little
empiricd suppat for the pdlitica econamy approach does not come & a surprise. The
paliticd ecnamy models of growth and dstribution, as well as the pdliti co-eamnomic
inequality-growth transmisson channel they imply, must be aw®ssd as overly
simplistic and inadequate with respect to the issues dudied. Explanations of the paositive
empiricd reduced-form relationship between equality and growth will have to be found

elsewhere.
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