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DEVELOPMENT ECONOMICS | LETTER

Democracy, economic growth, and income 
inequality: Evidence from province level data
Irwan Trinugroho1,2*, Aldy Fariz Achsanta1,2, Putra Pamungkas1,2, Nugroho Saputro1,2 and 
Sari Yuniarti3

Abstract:  Democracy is an essential aspect in national-level governance to safe
guard human rights and provide equal distribution of wealth among citizens that 
are also expected to bolster more rapid economic growth. However, the extant 
literatures show mixed result in providing evidence of how democracy will impact 
economic growth. In this paper, we, therefore, empirically examine the impact of 
democracy on economic growth and income inequality at the regional level by 
studying provinces in Indonesia. A panel data estimation is employed with 335 
province-year observations to test our empirical model covering 34 provinces. We 
find that overall democracy is a detrimental factor to regional economic growth as 
higher level of democracy needs substantial cost to finance. However, our study 
reveals that democracy help reduce inequality across provinces as it may open up 
the possibilities to get more education for marginalized people which then implies 
for higher income for those people. Several policy implications are discussed.

Subjects: Development Studies; Economics and Development; Development Economics 

Keywords: democracy; economic growth; income inequality; province; indonesia

1. Introduction
Democracy has been an important issue in governance mechanism, particularly to the government 
in ensuring accountability and reducing any potential misuse of power. A democratic government 
allows public scrutiny of government projects, reducing any potential misconduct. Although that 
democratic government is beneficial to the public, the impact of democracy on economic growth 
still varies across previous empirical studies. A strand of the literature finds the positive impact of 
democracy on growth (Benhabib et al., 2013; Knutsen, 2011; Narayan et al., 2011; Rock, 2009; 
Salahodjaev, 2015). Furthermore (Knutsen, 2013), finds that democracy is positively associated 
with economic growth when examining the presence of democracy in sub-Saharan Africa. 
Moreover, the effect of democracy on economic growth is stronger for countries with weak 
capacities. Democracy in a country with weak capacity helps the government to better manage 
government policy, including tax collection and public services.

On the other hand, previous empirical research also shows that democracy does not directly 
affect economic growth, but indirectly through several channels, such as human capital, inflation, 
political stability, and economic freedoms (Doucouliagos & Ulubaşoǧlu, 2008). Another strand of 
the literature shows negative effect of democracy on economic growth (Alesina & Perotti, 1996; 
Benhabib et al., 2013; Tavares & Wacziarg, 2001). Democratic countries are more likely to be 
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responsive to the demands of the poor. Hence, the government responded by providing more 
access to education. The democratic government also shapes the income distribution between 
capital and labor to be more favorable for the labor. By facilitating freedom of association, 
democracy has provided more voices to labor unions in order to promote labor interests. Thus, it 
allows labor wages to increase but at the cost of the return on capital. The reduced return on 
investment (ROI) ultimately gives lesser incentive for the capital to enter the democratic country. 
Therefore, the effect of democracy on economic growth and income inequality is still an important 
area to discuss.

To the best of our knowledge, this is the first study on the democracy-growth-inequality nexus 
conducted at provincial level in transitional economies. Indeed, previous studies have examined 
democracy’s impact on growth and income inequality (e.g., Ahmad & Nayan, 2019; Ahmad, 2017; 
Balcázar, 2016; Papaioannou et al., 2008; Tarverdi et al., 2019; Zecca & Nicolli, 2021); however, the 
evidence is provided on country level. The development of democracy could vary across provinces 
in transitional economies leading to higher economic disparities between provinces. Hence we 
focus on Indonesia to conduct a thorough analysis examining the impact of democracy on 
economic growth and income inequality due to several reasons. First, Indonesia offers a unique 
setting regarding governance. During the reformation era or post-Soeharto regime, the govern
ment adopts a decentralization policy. This gives liberty for local government to allocate their 
budget independently. Therefore, the level of democracy could vary across provinces in Indonesia.

Secondly, using the provincial level, we are able to examine the impact of democracy on local 
government. This impact may be different with the central government, where scrutiny from the 
press and judiciary authorities is more common. Local government is less visible to press and 
judiciary authorities; therefore, they might have more opportunities to misuse the power compared 
to the central government (Cheung et al., 2010). Thirdly although the index on average shows 
a good level of democracy, there are still significant differences due to the development. Most 
likely, provinces in Java have higher democracy index compared to provinces outside Java due to 
the concentration of development before.

We use a combined dataset from Indonesia Statistics Office (BPS), Bank Indonesia, and the 
Indonesia Financial Services Authority (OJK). We obtain 335 province-year observations for the 
period 2010–2020. The democracy index is measured by several factors, such as freedom of 
association; police and military brutality; religious and domestic violence; freedom of religion; 
discrimination against minorities and disabilities; and the obstruction of voting right.

Our finding shows that democracy is negatively associated with economic growth and income 
inequality, implying that democratic province is more responsive to the demands of the poor, 
providing education to the marginalized people at the cost of physical capital accumulation due to 
raising wages. Hence democracy narrows the income equality gap but at the same time reduces 
the capital income reducing the incentive for the private sector.

This paper, therefore, has several contributions to the literature. First, it contributes to the 
literature by providing evidence on democracy and economic growth nexus in the context of an 
emerging economy with higher reliant on labor-intensive industry after the decentralization policy 
was enacted (Alesina & Perotti, 1996; Bjørnskov, 2010; Tarverdi et al., 2019; Yang, 2008; Zecca & 
Nicolli, 2021). Secondly, it contributes to the literature on politics and democracy by examining the 
role of politics and democracy (Aisen & Veiga, 2013; Fidrmuc, 2003; Przeworski & Limongi, 1994). 
Our findings, therefore, are of interest to policymakers in countries that exert to bolster their 
economies with the presence of democracy.

The rest of the paper is structured as follows. Section 2 presents the literature review. Section 3 
describes our sample and defines our variable of interest, including employed methodology. 
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Section 4 presents empirical results. Section 5 presents the robustness check. Section 6 concludes 
the paper.

2. Literature review
There are three mechanisms by which democracy could reshape the distribution of income: (1) 
Median voter theory, which explains that higher taxation for the rich people is more likely to be 
chosen by the median voters based on their rational choice of redistribution if the median income 
is under the mean income. (2) Political participation mechanism, which argues that the presence of 
democracy will lower the cost of political participation, providing broader opportunity and 
strengthen the influence of labor unions, and later political parties and interest group who 
represent the low and middle-income groups. (3) Political competition mechanism, which argues 
that politicians are competing for citizen support by adopting more populist and redistributive 
policies, such as welfare spending, improving access to education, healthcare, and many other 
similar policies to meet the needs of low and middle-income which normally represent the larger 
segments of voters (Acemoglu et al., 2015; Ahmad & Nayan, 2019; Ahmad, 2017; Balcázar, 2016; 
Reuveny & Li, 2003).

However, studies on how a country with democracy process in their government can influence 
a country’s economic growth and manage income inequality have contrasting views in the 
literature. Some argue that democracy increases the transparency in economic activities that 
can attract investment and finally boost economic growth and reduce income inequality by 
expecting a more egalitarian distribution of wealth

Papaioannou et al. (2008) find that democracy has a stable positive impact on growth in the mid 
and long run instead of the short run in transitional economics. Although the growth seems to 
drop substantially during the transition periods, the trend changes after the transition period ends 
and stabilizes at higher level. Moreover, Rock (2009) concludes by rejecting the hypothesis that 
democracy slows growth and shows that democracy causes growth and investment to rise. 
Knutsen (2011) finds that democracy is positively associated with economic growth when exam
ining the presence of democracy in sub-Saharan Africa. Furthermore, the effect of democracy on 
economic growth is stronger for countries with weak capacities. Democracy in a country with weak 
capacity helps the government to better manage government policy, including tax collection and 
public services. In line with previous study, Ghardallou (2022) findings confirm the fact that the 
relationship between democracy and financial development is indeed non-linear. Furthermore, 
results demonstrate that the level of democracy and financial system development are correlated 
in a U-shaped manner. Some previous empirical research shows that democracy does not directly 
affect economic growth, but indirectly through several channels, such as human capital, inflation, 
political stability, and economic freedoms (Doucouliagos & Ulubaşoǧlu, 2008).

The conflicting literature shows the negative effect of democracy on economic growth. 
Ghardallou (2016) finds that the transition to a democratic system raises the development of 
the financial sector. Particularly, these positive effects occurred in the long run. However, in the 
short run, the author finds that the move to democracy does not impact financial outcomes. Aisen 
and Veiga (2013) find that higher degrees of political instability is associated with lower growth 
rates of GDP per capita. They also find that political instability adversely affects growth by lowering 
the rates of productivity growth and, to a smaller degree, physical and human capital 
accumulation.

Tarverdi et al. (2019), based on their results, confirm that political freedom and civil rights 
influence the level of governance, but this effect is found to be nonlinear. Governance is typically 
higher in dictatorships than in countries that are partially democratized (electoral democracies). 
Another strand of literature shows negative effect of democracy on economic growth (Alesina & 
Perotti, 1996; Benhabib et al., 2013; Tavares & Wacziarg, 2001).
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3. Data and methodology
We use combined data sets from Indonesia Statistics Office (BPS), Bank Indonesia, and the 
Indonesia Financial Services Authority (OJK). We end up with 335 province-year observations for 
the period 2010–2020 to test our empirical model covering 34 provinces.

3.1. Economic growth
After the decentralization post-Soeharto regime in Indonesia, local governments obtain indepen
dence to manage their own province or city without having significant intervention from the 
central government, along with a reduction of support from the national budget. Hence it leads 
to greater reliance on locally generated revenue to sustain their local budget. The decentralization 
also creates an incentive for local government to reallocate resources and land for more profitable 
industrial sectors (e.g., manufacture, mining, and property), reducing the available land for agri
cultural purposes except for palm oil industries. Thus, local economic growth varies across pro
vinces in Indonesia. We use a set of economic growth measurements, such as regional GDP, 
regional GDP growth, and regional GDP per capita.

3.2. Income inequality
We employ the Gini index for urban and rural to take into account income inequality variation 
across provinces from rural and urban areas. On average, the growth of regional GDP is 4.9%. 
Regarding income inequality, on average, the Gini index for urban areas is 0.373, implicating that, 
on average, income inequality is considered low to medium. The Gini index for rural areas is 0.316, 
implicating that income inequality is considerably lower in the rural area compared to urban areas. 
These economic growth data were taken from Indonesia Statistics Office (BPS).

3.3. Democracy index
We follow (Trinugroho et al., 2015) to employ Democracy Index (IDI) as our proxy of democracy as 
it consists of several important aspects of democracy implementations at provincial level. We 
obtain the index from Indonesia Statistics Office (BPS). The index consisting several measurements 
on democracy, including the presence of police and military brutality that hinder the freedom of 
association; regulations that restrict freedom of religion; discriminative regulation on disabilities; 
the use of violence related to religion, and obstruction of voting right. The index, on average, shows 
a reasonably good level of democracy, with the lowest in Sulawesi Tenggara in 2013, with the 
highest in DKI Jakarta in 2019.

3.4. Econometric specification
To investigate the impact of democracy on economic growth, we first test, several regression 
methods using both Chow test and Hausman test, in which both tests suggest fixed effect 
estimator. Thus, we employ panel data using fixed effect technique to estimate our empirical 
model as it allows us to control time-invariant omitted variables. As shown by Table 2 , we do not 
observe any collinearity between employed explanatory variables. Our econometric models are 
shown below: 

EconomicGrowthit ¼ β0 þ β1IDIit þ∑
m

θmControlit þ εit (1)  

IncomeInequalityit ¼ β0 þ β1IDIit þ∑
m

θmControlit þ εit (2) 

Where IDI is the Indonesian democracy index per province compiled by the Indonesian Statistics 
Office (BPS), we expect negative effect of democracy on the economic growth and Gini index. The 
democratic province will be more likely to be responsive to the demands of the poor, thus providing 
more resource allocation to education to promote income equality. Hence, democracy encourages 
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income allocation between capital and labor to be more favorable to labor by giving the union 
voices to promote labor interests. Therefore, in more democratic province income inequality and 
growth should be lower compared to their less democratic counterpart.

We also employ a set of control variables in Equation (1-2). All variables are defined in Table 1 
with corresponding descriptive statistics. We include Foreign Direct Investment (FDI) to account for 
foreign capital influx contribution to the local economy and expect positive signs in affecting the 
local economic growth and positive sign in affecting the Gini index. Although the influx of foreign 
capital to the province could boost the local economy, it is more likely that this capital to be 
concentrated in Industries rather than SMEs and widen the income gap. We also employ the 
human development index (HDI) to take into account the quality of human resources and expect 
positive signs of economic growth and negative sign of the Gini index. The more developed the 
human resources in a province will increase the job qualification and the ability to have a better 
job, thus reducing the income gap. We also include the region size to account for the availability of 
the resources and land (regionsize) to facilitate the growth and expect positive signs to economic 
growth and negative sign to the Gini index. Lastly, we include the total population (population) and 
expect positive signs to economic growth and the Gini index.

4. Empirical result
Our results, as shown in Table 3 indicates that democracy is instead detrimental to economic 
growth. On the other hand, it is negatively associated with income inequality. Furthermore, a high 
level of democracy in a province allows the freedom of association, which could strengthen the 
labor union that facilitates labor to pursue their worker’s right better (Ahmad & Nayan, 2019; 
Ahmad, 2017). Hence, the distribution of the income between capital and labor in democracy will 
favor more on labor instead of capital, resulting in the price of labor in provinces with a high level 
of democracy being more likely to be higher compared to their less democratic counterpart. Our 

Table 1. Descriptive statistics
Variable Definition Obs Mean Std. dev. Min Max
RGDP Regional GDP 371 268561.8 381245.1 14983.9 1836198.0

growth Regional GDP 
growth

337 4.9 3.4 −15.8 21.8

RGDPcapita Regional GDP 
per capita

303 3659205.0 2879111.0 931679.0 16600000.0

giniurban Gini index in 
urban area

369 0.373 0.040 0.276 0.458

ginirural Gini index in 
rural area

358 0.316 0.040 0.220 0.469

gini province gini 
index

368 0.364 0.038 0.262 0.443

IDI Indonesia 
democracy 
index

335 70.3 7.1 52.6 88.3

FDI Foreign direct 
investment

374 786263.8 1220065.0 228.5 7124881.0

HDI Human 
development 
index

371 68.6 4.5 54.5 80.8

regionsize Province’s 
size

371 56736.8 61495.3 664.0 319036.0

population total 
population in 
a province

374 928745.2 2686549.0 7653.0 14700000.0
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results are in line with (Alesina & Perotti, 1996; Benhabib et al., 2013; Tavares & Wacziarg, 2001), 
which find that democracy instead has a negative impact on economic growth.

Moreover, this negative growth effect of democracy is also driven by the strong connection 
between the regional government and labor-intensive industry. In the post-reformation period, the 
enactment of the decentralization policy provides more liberty and self-determination to the 
regional government to develop and manage its own budget. However, the decentralization policy 
also reduces regional dependency on the state government, including budget allocation from the 
state forcing them to generate their own profit from regional taxes. Hence, many regions are 
forced to reduce their agriculture area to be able to provide and invite more labor-intensive 
industries that pay more taxes. This indeed shifts these regions to be more reliant on labor- 
intensive industries. Hence, going hand in hand with the development of democracy in the regional 
context, labor-intensive industries start facing challenges in dealing with labor unions regarding 
minimum wages, workers’ rights, and working hours.

We find the strong result on FDI to economic growth and the Gini index implicating that the 
foreign capital influx into local economy could promote the local economic growth but at the same 
time widen the gap of income amongst local citizens. A plausible explanation for this is that FDIs 
allocation in Indonesia is concentrated in industry that exploits natural resources or industry that 
require more advance education, thus the job market is limited to local citizens and contributes 
less to the growth of the economy in hosting province and increases income inequality. We find 
consistent results with HDI on economic growth, we do not observe any significant effect of HDI on 
income inequality. Province with high HDI will be able to provide more labor with better compe
tencies and qualifications.

We also find that the size of region is inconsistent in affecting the economic growth where it 
hinders the growth of GDP but increases the GDP per capita. We also observe mix result on the 
impact of region size on income inequality, where it has positive effect on inequality only for rural 
areas and negative effect on inequality in urban areas, indicating that there is a lack of efficiency in 
resource allocation in rural areas. Lastly, we find that the total population is reducing the growth 
and GDP per capita while also promoting income equality at the same time.

5. Robustness check
We run robustness checks to ensure that our result is robust and are not driven only by specific 
province. First, we exclude Jakarta from our sample and re-run our econometric models. As Jakarta 
is the capital city, the development is more advanced there compared to any other province in 
Indonesia. After excluding Jakarta, we still find similar results shown in Table 4 with our baseline 
regression. We also exclude provinces in Java as most provinces in Java are more developed 
compared to the rest of provinces in Indonesia. Also, Java is the most populous island in Indonesia, 
incentivizing the central government to provide more development there. Again, we observe 
similar results to our baseline regression. The results are shown in Table 5. These findings imply 
that our results are robust and are not driven by a specific sample.

6. Conclusion
Democratic governments are less likely to be corrupt and tend to promote equal improvement for 
the society leading to lower income inequality and are deemed to be able to promote economic 
growth. However, even in democratic governments, politicians tend to be more sensitive toward 
people needs and embrace populism to maintain voters to be able to remain in power. With the 
guaranteed freedom of speech and expression, labor union can easily gain influence over policies 
as long as the political cost of losing union voters outweighs the political and social cost of 
populism. This led to stronger union voices on raising wages and minimizing working hours, 
which is detrimental to firms’ profitability and, in turn, hinders regional economic growth
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Using the Indonesian dataset on the provincial level for the period 2010–2020, we examine the 
impact of democracy on economic growth and income inequality. The country experienced gov
ernance transformation after decentralization in the post-reformation era when many regions in 
Indonesia were forced to be less reliance on state budget allocation giving the incentives for them 
to sustain and increase their budget by maximizing tax via shifting from agriculture reliance to 
industry reliance that is more likely to be labor intensive. With this shifting trend, the regional 
government can pursue several different goals at the same time, where the regional government 
pursues to maximize their tax income while providing more job opportunities. These goals, thus, 
further strengthen regional government and labor-intensive industries. Hence, any policies related 
to raising minimum wages and fewer working hours from labor unions, which is facilitated by 
democracy will lead to growth reduction.

Our findings show democracy is instead detrimental to regional growth while, on the other hand, 
promoting income equality. A province with a high level of democracy is more likely to be 
responsive to the needs of the poor by expanding access to education that promotes equality 
among people and better wealth distribution. While in the other hand, democracy also fosters the 
voice of labor interest which, in turn, the increasing wages will lower the return on capital, thus, 
ultimately lowering the incentives for private investment to enter. Our findings, therefore, have 
important policy implications by arguing that the improvement of democracy at the regional level 
is important to promote equal distribution of wealth. Moreover, to be able to exert positive effect of 
democracy on bolstering economic growth, the development of democracy in regions that are 
more reliant on the labor-intensive industry has to be followed with a gradual transformation plan 
on industry diversification to reduce regional dependency on the labor-intensive industry.
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