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A Theory of Political Transitions 

By DARON ACEMOGLU AND JAMES A. ROBINSON* 

We develop a theory of political transitions inspired by the experiences of Western 
Europe and Latin America. Nondemocratic societies are controlled by a rich elite. 
The initially disenfranchised poor can contest power by threatening revolution, 
especially when the opportunity cost is low, for example, during recessions. The 
threat of revolution may force the elite to democratize. Democracy may not 
consolidate because it is redistributive, and so gives the elite an incentive to mount 
a coup. Highly unequal societies are less likely to consolidate democracy, and may 
end up oscillating between regimes and suffer substantialfiscal volatility. (JEL D72, 
D74, 015, P16) 

Although economists and policy makers in- 
creasingly realize the importance of political 
institutions in shaping economic performance, 
there is relatively little work on what determines 
political institutions. For instance, why are 
some countries democracies while others are 
ruled by nonrepresentative regimes? The con- 
trast between Northern Europe and Latin Amer- 
ica in this regard is quite stark. Most Northern 
European countries extended the franchise dur- 
ing the late nineteenth and early twentieth cen- 
turies, and succeeded in consolidating mass 
democracy. For example, in Britain, following 
the first tentative reforms of 1832, voting rights 
were significantly extended in 1867 and in 
1884. They were further expanded in 1919, 
when universal male suffrage was introduced, 
and in 1928, when all women were allowed to 
vote. There were no reversals in this process of 
democratization. Although many less-developed 

countries, notably those in Latin America, also 
became democratic during the late nineteenth 
and early twentieth centuries, most quickly re- 
verted to nondemocratic regimes.' 

The recent history of many Latin American 
countries is therefore marred by oscillations in 
and out of democracy. In Argentina, for exam- 
ple, universal male suffrage became effective in 
1912. But it was soon overthrown by a coup in 
1930. Democracy was reinstated in 1946, but 
fell to a coup in 1955, re-created again in 1973, 
subverted again in 1976, and finally reinstalled 
in 1983. Why has mass democracy been durable 
in many Northern European countries, and why 
has it been so hard to consolidate this set of 
political institutions in less-developed countries 
such as those in Latin America? 

This paper provides a framework for analyz- 
ing this question. We emphasize that in demo- 
cratic societies the poor impose higher taxes on 
the rich than in nondemocratic societies. This 
makes the poor pro-democratic while simulta- 
neously giving the rich an incentive to oppose 
democracy.2 In nondemocratic societies, the 

* Acemoglu: Department of Economics, Massachusetts 
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MA 02142 (e-mail: daron@mit.edu); Robinson: Depart- 
ment of Political Science, 210 Barrows Hall, University of 
California, Berkeley, CA 94720 (e-mail: jamesar@ 
socrates.berkeley.edu). We thank two anonymous referees, 
Abhijit Baneijee, Fran,ois Bourguignon, Ruth Berins Col- 
lier, Steven Durlauf, Jeffry Frieden, Michael Kremer, Rob- 
ert Powell, Dani Rodrik, Kenneth Sokoloff, Mariano 
Tommasi, Jaume Ventura, and seminar participants at MIT, 
Wisconsin, NYU, Western Ontario, Toulouse, NBER Sum- 
mer Institute, IMF, Canadian Institute of Advanced Re- 
search, Berkeley, Princeton, and Yale Political Science 
Departments, the conference on "Asset Inequality and Pov- 
erty" at the Ministry of Land Reform in Brasilia, and LA- 
CEA 98 at the Universidad di Tella for useful suggestions. 

1 Before the mass democratization of the nineteenth cen- 
tury, Britain had elections with a very restricted franchise, 
whereas in Argentina, nondemocratic regimes have often 
been militaly dictatorships. We do not distinguish between 
these different types of nondemocratic regimes. We also 
define any significant move toward mass democracy as 
"democratization." 

2 For example, Dani Rodrik (1999) shows that democ- 
racies tend to have higher wages and a higher labor share. In 
the context of Latin America, there are many examples of 
military coups specifically aimed at reducing redistribution, 
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poor are excluded from political power, but 
pose a revolutionary threat, especially during 
periods of crisis. The rich (elite) will try to 
prevent revolution by making concessions to 
the poor, for example, in the form of income 
redistribution. However, because the threat of 
revolution is often only transitory, current re- 
distribution does not guarantee future redistri- 
bution. If this temporary redistribution is 
insufficient to prevent a revolution, the elite will 
be forced to make a credible commitment to 
future income redistribution. This is what ex- 
tending voting rights achieves by changing the 
identity of the future median voter. 

Democracies are not necessarily permanent 
because the elite may have an opportunity to 
mount a coup. The poor would like to commit to 
low levels of future taxation to prevent this. 
However, because such commitments are not 
always credible, the elite may prefer to retake 
power, even though coups are socially wasteful. 
They are more likely to do so when, because of 
high taxes, democracy is relatively costly for 
them. Taxes will be high, in turn, when inequal- 
ity is high. As a result, a highly unequal society 
is likely to fluctuate in and out of democracy. 

In consolidated democracies, such as the 
OECD economies, the threat of coups is not 
important, so taxes are determined by the usual 
trade-off for the median voter between transfers 
and deadweight losses. There is little or no 
variability in the amount of redistribution. In 
contrast, in highly unequal economies, fiscal 
policy is more volatile because as a society 
fluctuates between different political regimes, 
the amount of fiscal redistribution changes 
[Michael Gavin and Roberto Perotti (1997), for 
example, show that fiscal policy in Latin Amer- 
ica is much more variable than that in Europe]. 
Interestingly, although greater inequality in a 
consolidated democracy increases redistribution 
(e.g., Allan H. Meltzer and Scott F. Richard, 
1981), an unequal society is less likely to be in 

the more redistributive democratic regime, and 
so may be less redistributive. 

Our framework emphasizes that regime 
changes are more likely during recessionary 
periods because costs of political turmoil, both 
to the rich and to the poor, are lower during 
such episodes. This is in line with the broad 
patterns in the data. Stephan Haggard and 
Robert R. Kaufman (1995), for example, docu- 
ment that many transitions to democracy in 
Latin America happened during economic cri- 
ses. They summarize their findings by writing 
"in Argentina, Bolivia, Brazil, Peru, Uruguay 
and the Philippines, democratic transitions oc- 
curred in the context of severe economic diffi- 
culties that contributed to opposition move- 
ments" (1995 p. 45). Many coups also happen 
during recessions or during periods of economic 
difficulties, such as those in Brazil in 1964, 
Chile in 1973, and Argentina in 1976. In sup- 
port of this Mark J. Gasiorowski (1995) and 
Adam Przeworski et al. (1996) show that reces- 
sions significantly increase the probability of a 
coup. Przeworski et al. (1996 p. 42) conclude: 
"the fragility of democracy ... flows largely 
from its vulnerability in the face of economic 
crises." The relationship between volatility and 
coups also suggests that a possible reason for 
the greater success of richer societies in consol- 
idating democracy is their economic stability. 

The incentives to engage in or avoid fiscal 
redistribution, which are generated by underly- 
ing asset inequality, are a key factor in shaping 
political transitions in our framework. This sug- 
gests that redistribution of assets, if it is rela- 
tively costly to reverse, may be used to alter 
regime dynamics. For example, educational re- 
forms that increase the relative earnings capac- 
ity of the poor and land reforms that achieve a 
more egalitarian distribution of assets may con- 
solidate democracy. This is because, by promot- 
ing asset equality, they reduce subsequent fiscal 
redistribution and discourage future coups. 
There is a danger in radical reforms, however; 
despite reducing the future incentive to mount 
coups, their anticipation may increase the like- 
lihood of a coup during the reform period, as in 
Guatemala in 1954, Brazil in 1964, and Chile in 
1973. We also discuss how asset redistribution 
may be used by the elite to prevent democrati- 
zation, how the possibility of repression affects 
the relationship between inequality and political 

including the coups in Argentina against Peron, the coup in 
Brazil against Goulart, and the coup in Chile against Al- 
lende [see Thomas E. Skidmore (1967), Peter H. Smith 
(1978), Alfred Stepan (1978), and Michael Wallerstein 
(1980)]. Obviously, in practice, there are dictatorships that 
are against the interests of the richer segments of society, 
such as socialist dictatorships or some African regimes, and 
they fall outside the scope of our model. 
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transitions, and how the presence of invest- 
ments that have different returns in democracies 
and nondemocracies can lead to multiple equi- 
libria. Finally, our model provides a framework 
for understanding other empirically salient pat- 
terns related to political transitions. For exam- 
ple, we discuss the reasons why economic 
development might encourage democratic con- 
solidation, and why democracies may be less 
stable in societies with presidential systems [see 
Przeworski et al. (1996) for evidence]. 

Although the reasons for changes in regimes 
are numerous, conflict between different social 
groups appears to be important in practice. In 
Acemoglu and Robinson (2000), we presented 
evidence suggesting that in Britain, France, 
Germany, and Sweden democratization was in 
large part a response to the threat of revolution 
and social unrest. In Latin America, many in- 
stances of democratization, including those in 
Peru, Uruguay, and Brazil during the 1980's, in 
Argentina in 1912 and 1973, and in Venezuela 
in 1945 and 1958, appear to have been driven 
by the same factors [see, e.g., Haggard and 
Kaufman (1995) and Ruth B. Collier (1999) for 
general treatments; Rock (1987 Chapter 8) for 
the Argentine case; and Glen L. Kolb (1974 p. 
175) and Daniel H. Levine (1989 p. 256) on 
Venezuela]. 

In the economics literature, our paper is re- 
lated to the analyses of the political economy of 
redistribution [see, e.g., Meltzer and Richard 
(1981), Alberto Alesina and Rodrik (1994), 
Torsten Persson and Guido Tabellini (1994), 
and Roland Benabou (1999)] and to models of 
social conflict [see, e.g., John E. Roemer 
(1985), Herschel I. Grossman (1991), Aaron 
Tornell and Andres Velasco (1992), Jess Ben- 
habib and Aldo Rustichini (1995), and Al- 
berto Ades and Thierry Verdier (1996)]. 
There is a large political science literature on 
democratization, starting with the work of 
Seymour M. Lipset (1959) and Barrington 
Moore (1966) that emphasizes the structural 
determinants of democracy (such as income 
level and class composition). More recent 
work has focused on the strategic interaction 
between regimes and their opponents, and on 
political rather than economic factors [see, 
e.g., Dankwart C. Rustow (1970), Guillermo 
O'Donnell and Philip C. Schmitter (1986), 
Przeworski (1991), and Juan J. Linz and Al- 

fred Stepan (1996)]. Goran Therborn (1977) 
and Dietrich Rueschemeyer et al. (1992) are 
more closely related because they also em- 
phasize the importance of the disenfranchised 
poor in democratization, although they do not 
discuss the commitment role of different po- 
litical regimes, which is key to our approach. 
In our previous work (Acemoglu and Robin- 
son, 2000), we emphasized democratization 
as a commitment to future redistribution, but 
did not discuss coups and democratic consol- 
idation. The literature on coups is much less 
developed and focuses mostly on how purely 
political factors explain the persistence or 
collapse of democratic politics [see, e.g., 
Robert A. Dahl (1971) and Juan J. Linz 
(1978)]. This contrasts with our focus on so- 
cial conflict and redistribution [although 
Guillermo O'Donnell (1973) also pointed out 
that many coups in Latin America were in- 
tended to reduce wage pressure]. 

The paper proceeds as follows. In Section I 
we present our basic model and study the de- 
terminants of transitions between regimes. In 
Section II we discuss how redistribution of as- 
sets, constitutional provisions and political in- 
stitutions, and regime-specific investments may 
help consolidate democracies. In Section III we 
discuss the strategies of the elite to avoid de- 
mocratization. Section IV concludes. 

I. The Basic Model 

There are two groups of agents: the poor and 
the rich (the elite). The political state can be 
democratic or nondemocratic. In a democracy, 
the median voter sets the tax rate, and because 
the poor are more numerous, the median voter is 
a poor agent. In a nondemocratic regime, taxes 
are set by the rich. When the political system is 
nondemocratic, the poor can attempt a revolu- 
tion, and the elite decide whether to establish 
democracy. When the system is democratic, the 
rich can mount a coup. The level of income in 
this economy is stochastic, and the opportunity 
costs of coups and revolutions change with in- 
come. This captures the notion that some peri- 
ods, such as recessions, may be more conducive 
to social and political unrest. It also enables us 
to model the fact that those in power cannot 
commit to future tax rates, which will be deter- 
mined in future political equilibria. 
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A. The Environment 

We consider an infinite horizon economy 
with a continuum 1 of agents. A proportion A of 
these agents are "poor," whereas the remaining 
1 - A form a rich "elite." Throughout the paper 
superscript p denotes poor agent and r denotes 
rich agent (or member of the elite). We treat all 
poor agents as identical, and all members of the 
elite are also identical. Initially, political power 
is concentrated in the hands of the elite, but A > 
1/2, so that if there is full democracy, the median 
voter is a poor agent. 

There is a unique consumption good y and a 
unique asset with total stock h (which can be 
thought of as physical or human capital or land). 
We begin our analysis of the economy at time 
t 0 O, where each poor agent has capital hP and 
each member of the elite has hr > hP. These 
capital stocks are exogenous. To parameterize 
inequality, let hr = (1 - O)hI(1 - A) and 
hP = Oh/A, where A > 0 > 0, so that a low 
level of 0 corresponds to higher inequality. The 
final good is produced from capital, and total 
output of an agent is y' = Ath' for i = p, r, 
where At captures aggregate productivity. In 
particular, we assume that At takes two values, 

I Ah 1 with probability 1-s 
At-l A' - a with probability s, 

where Al = a < 1 is a period of recession. We 
assume that s < 1/2, so that recessions are 
relatively rare. We therefore refer to At = Ah as 
"normal times." The role of recessions is to 
change the opportunity cost of coups to rich 
agents in a democracy and of revolution to poor 
agents in a nondemocracy.3 

All agents have identical preferences repre- 
sented by Et lJ_= 0 fCt+j, for i = p, r, where 
C' is consumption of agent i at time t, ,B is the 
discount factor, and Et is the expectations op- 
erator conditional on all information available 
at time t. Posttax income is given by, 9- (1 - 

T) )Ath' + Tl, where T - ? 0 is the tax rate on 
income, and T' 0 is the lump-sum transfer 
that an agent of group i receives from the state. 
We simplify the analysis by assuming that taxes 
are linear and transfers cannot be person spe- 
cific, hence Tt = Tt [see the previous version, 
Acemoglu and Robinson (1999) for group- 
specific transfers]. We also assume that it is costly 
to raise taxes: at tax rate Tt. there is a dead- 
weight cost of c(QT)Ath, where c is twice con- 
tinuously differentiable with c(O) = 0, c'(0) = 
0, c'(T) > 0 for all T > 0, and c" ' 0. This 
formulation implies that a proportion c(T) of 
pretax output is lost as a result of taxation. If 
there were no costs of taxation, our general 
results would not be altered, although some of 
the comparative statics would not apply when 
the tax rate is at a corner (i.e., at T = 1). To 
avoid keeping track of this case, we assume 
c' (1) = oo, which ensures an interior tax rate. 
The government budget constraint implies 

Tt= TtAt(AhP + (1 - A)h) -C(t)Ath 

= (Tt- C(Tt))Ath. 

The society starts in nondemocracy and the A 
poor agents are initially excluded from the po- 
litical process, although they can attempt a rev- 
olution in any period t ' 1. We assume that if 
a revolution is attempted and a fraction (" c 1 
of the poor take part, it always succeeds. After 
a revolution, poor agents expropriate an addi- 
tional fraction 'n - 0 of the asset stock of the 
economy. During the period of the revolution, a 
fraction 1 - p > 0 of the income of the econ- 
omy is destroyed, so each agent obtains a per- 
period return of g7rAthl. After this initial 
period following revolution, each agent receives 
a per-period return of nrAthlI forever. Because 
a revolution generates private benefits for a poor 
agent, there is no collective action problem.4 

3 The previous version of the paper, Acemoglu and Rob- 
inson (1999), discussed the case in which the costs of coups 
and recessions were directly stochastic. This could be be- 
cause wars, changes in the international balance of power, 
and recessions affect the extent of the collective action 
problem or inequality. Here we focus on recessions for 
concreteness. 

4 Although a revolution that changes the political system 
might seem to have public good-like features, the existing 
empirical literature substantiates the assumption that revo- 
lutionary leaders concentrate on providing private goods to 
potential revolutionaries [see Gordon Tullock (1971)]. 

There could also be a coordination problem in which all 
poor agents expect others not to take part in a revolution, so 
do not take part themselves. However, since taking part in a 
revolution imposes no additional costs irrespective of 
whether it succeeds or not, it is a weakly dominant strategy, 
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We also assume that the rich lose everything 
after a revolution, so that they will always try to 
prevent it. A low value of p implies that a 
revolution is relatively costly, and a low value 
of 'n implies that returns from revolution are 
limited.5 The rich can also decide to voluntarily 
extend the franchise and establish a democracy, 
and there are no costs in this process. If the 
franchise is extended, then the society becomes 
a democracy, and the median voter, a poor 
agent, sets the tax rate. 

In a democracy, the elite have no special 
voting power (one-person-one-vote), but they 
can attempt a coup. We assume that if a coup is 
attempted and a fraction (r c 1 of the elite take 
part, it always succeeds. After a coup, the po- 
litical situation reverts to the initial status quo, 
with the elite controlling political power. This 
formalization implies that, as with a revolution, 
there is no free-rider problem with a coup.6 A 
coup causes economic disruption and political 
turmoil, and destroys a fraction 1 - 4 of all 
agents' income during the period in which it 
takes place. Agent i's income if a coup occurs 
in period t is therefore 4Ath'. 

The timing of events within a period can be 
summarized as follows. 

1. The state At is revealed. 
2. If there has been a revolution in the past, the 

poor receive their share of income, consump- 
tion takes place and the period ends. 
If the society is in a democracy, the poor set 
the tax rate Tt. If the society is in a nondem- 
ocratic regime, the rich set Tt. 

3. In a nondemocratic regime, the rich decide 
whether to extend the franchise; in a democ- 
racy, they decide whether to mount a coup. If 
they extend the franchise or a coup takes 

place, the party that comes to power decides 
whether to keep the tax Tt set at stage 2 or set 
a new tax rate. 

4. In a nondemocratic regime, the poor decide 
whether to initiate a revolution. If there is a 
revolution, they share the remaining output 
of the economy. If there is no revolution, the 
tax rate decided at stage 2 or stage 3 gets 
implemented. 

5. Consumption takes place and the period 
ends. 

Notice that coups are only possible starting in 
a democratic regime, and revolutions are only 
possible starting in a nondemocratic regime. 
This implies that the poor cannot undertake a 
revolution immediately following a coup 
against democracy. 

B. Definition of Equilibrium 

Because there are no free-rider problems af- 
fecting political action, we can treat poor agents 
as one player and members of the elite as an- 
other player in a repeated game. This economy 
can therefore be represented as a repeated game 
between the elite and the poor. We characterize 
the pure strategy Markov perfect equilibria of 
this game in which strategies depend only on 
the current state of the world and the prior 
actions taken within the same period. 

The state S is one of (A, D), (A, E), or (A, 
R), where A = Al or A = Ah. Here E denotes 
elite in power (nondemocratic regime), D de- 
notes democracy, and R denotes "revolution." 
The strategy of the elite is denoted by o.r(SI TP) 
and is a function of the state S and the taxation 
decision by the poor when S = (A, D). This 
strategy determines the actions of the elite 
which are {y, ;, Trr}. y denotes the decision to 
extend the franchise, which applies only in the 
state (A, E), and y = 1 corresponds to the 
extension of the franchise, whereas y = 0 
means no franchise extension. ; is the decision 
to mount a coup, which applies only in the state 
(A, D), and we adopt the convention that ; = 
1 corresponds to a coup and ; = 0 to no coup. 
Finally, Tr iS the tax rate set by the elite, and 
they get to set the tax rate either when S = (A, 
E) and y = 0, or when S = (A, D) and = 1. 
The strategy of the poor is denoted by o-P(SI y, 
Tr) and depends on the state S, and the franchise 

and we therefore ignore this coordination problem both in 
this case and in the case of coups below where a similar 
issue arises. 

5An alternative formulation is to assume that a revolu- 
tion creates a temporary period of low output, but eventually 
leads to a democracy. The results are identical in this case, 
but somewhat more complicated because the desirability of 
a revolution depends on whether democracy is consolidated 
or not. 

6 This seems plausible. For example, in Venezuela in 
1948, Guatemala in 1954, and Chile in 1973, landowners 
were rewarded for supporting the coup by having their land 
returned to them. 
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extension and tax rate decision of the elite in the 
state (A, E) [because the elite move before the 
poor in the state (A, E) according to the timing 
of events described earlier]. This strategy deter- 
mines the actions {p, Tpr}. p is the decision to 
initiate a revolution when the state is (A, E), 
with p = 1 corresponding to revolution and p = 
O to no revolution; Td iS the tax rate when the 
state is (A, D). Transitions between states are 
given as follows: starting from (A, E), if there 
is a revolution (i.e., p = 1), then we transit into 
state (A, R), which is an absorbing state. If 
there is no revolution and y = 0, the state 
remains at (A, E), and if y = 1, it switches to 
(A, D). Starting from (A, D), if there is a coup 
(i.e., ; = 1), the state transits to (A, E). 

A pure strategy Markov perfect equilibrium 
is a strategy combination denoted by { .r'(SI TP), 

6-"(Sl y, T"r)}, such that 6-P and (Jr are best 
responses to each other for all possible states. 
More formally, consider the following pair of 
Bellman equations: 

(1) Vt(S) = max{ C '(6P(Sj y, Tr), fr, S) 
,rr 

+ / V(S') dP(S'j&P(Sjy, Tr), 0r, s)} 

and 

(2) VP(S) =max{ C O(o-v 6rr(S| P), S) 
O-P 

+ f f VP(S') dP(S' a-P, Cy(S i-),S 

where C'(oP, (Jr, S) denotes the consumption 
of agent i as a function of the state S and 
strategies o-P and Jr , and P(S'jo-P, Oxr S) 

denotes the probability distribution function of 
transition from state S to state S' as a function 
of the strategies o-P and (Jr. Equations (1) and 
(2) are standard Bellman equations that express 
the net present discounted value of an agent 
as his current consumption plus his future 
discounted value. A pure strategy Markov per- 
fect equilibrium is a strategy combination 

{I r5(S IT'), 0r- (S | P, T') } such that 0"r solves (1) 
and 6-P solves (2). 

C. Analysis 

The optimal tax rate for a poor agent in the 
absence of a coup threat, T"n, simply maximizes 
the agent's per-period consumption and is inde- 
pendent of the state of the economy. Thus, 

= arg max{(I - T)A,hP + (T - cQ(T))Ath}, 
T 

where (1 - T)AthP is the after-tax earned in- 
come for a poor agent, and (T - c(T)) Ath is the 
lump-sum transfer Tt. The first-order condition 
of this problem gives 

A-O 
(3) c''(T tn) A 

where we used the fact that hP-- Oh/A. Equa- 
tion (3) implies that tm is uniquely defined and 
decreasing in 0. As in the standard voting model 
[see, e.g., Meltzer and Richard (1981)], inequal- 
ity increases the preferred tax rate of poor 
agents. When 0 = A, so that h' = hP, we have 
Tm = 0. Hence, in the case of complete equal- 
ity, the median voter sets a zero tax rate and 
there is no redistribution. Given that T' does 
not directly depend on the shock At, the tax 
rate would always remain constant in the ab- 
sence of the threat of political change. In 
practice, the tax rate will vary over time be- 
cause of the political constraints imposed by 
changes in At. 

Define 8'(O)At to be the net amount of re- 
distribution that a person of type i receives in 
state At when the tax rate is -T'2 [i.e., 8'(O)At= 
Tt - TmAth']. The assumption that the budget 
is balanced then implies Ttn = (T"'2 - 

c(T'))Ath. Note 6"(0) < 0 < 6P(O), so that 
there are net transfers to the poor. Furthermore, 
higher inequality raises the tax rate on the rich, 
while simultaneously increasing the net transfer 
to the poor.7 

7 This follows because by the Envelope Theorem, 
di(OJ)IdO = r"'Athl(I - A) > 0, and d&P(O)/dO = 

_rn AthlK < 0. 
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We start by making two assumptions that will 
simplify the exposition. These assumptions will 
ensure that coups and revolutions are not ben- 
eficial when At = Ah. A sufficient condition for 
coups not to take place in the state At = Ah is: 

ASSUMPTION 1: (1 - ,B)(1 - 4)hr > 

-(1 + f3s(a - 1))8r(0). 

The cost of a coup for a rich agent during 
normal times is (1 - 4)hr + 6'(0), which is 
the direct loss resulting from turbulence minus 
the taxes that they would have paid in a democ- 
racy [recall 5'(0) < 0], whereas the maximum 
benefit of a coup is to avoid taxation in all future 
periods. The net present value of taxation at the 
rate T'n in the future is -,B(( 1 - s) + 
sa)6r(0)I(1 - f3), and comparing this to the 
cost (1 - 4)hr + 6'(0) gives Assumption 1. 
This assumption guarantees that there is no 
threat of a coup in normal times. 

Next, define the continuation value (the dis- 
counted expected net present value) of a poor 
agent after a revolution but before the state At is 
revealed as 

(sa ? 1- s)-'rh 
(4) WPj(R) = (1-,(3)A 

This expression follows because a revolution is 
permanent, and after a revolution, the poor ob- 
tain a fraction 'n of the total assets of the econ- 
omy h, and share it among themselves forever 
(and A is the fraction of the poor in the econ- 
omy). A fraction of 1 - s of the time, we are in 
stateAt = Ah, so these assets have return 1, and 
the remaining fraction s of the time, At = Al 
and the return is a < 1. 

If, starting in the state (At, E), the poor 
undertake a revolution, they would obtain 

(5) VP(At, R) = ?+ 3WP(R), 

where At = Al = 1 orAt = Ah = 1. This 
expression follows because during the period of 
revolution the poor receive only a fraction utk 
of the assets of the economy h, and obtain 
WP(R) thereafter. 

In contrast, if, starting from the state (At, E), 

they never undertake a revolution, and there is 
no redistributive taxation, they would obtain a 
utility of 

((1 s) + sa)hP 
VP(At, E) = AthP + (1 

This expression follows because without taxa- 
tion the poor receive hP this period, hP in all 
future normal periods, and ahP in all future 
recession periods. VP(A h, E) is clearly a lower 
bound on the utility that the poor would obtain 
in a nondemocracy, because in equilibrium 
there may be redistributive taxation. Therefore, 
a sufficient condition for the poor not to under- 
take a revolution in the state (Ah, E) is that 
V7P(Ah, E) is greater than VP(Ah, R) as given 
by equation (5) evaluated at At = Ah. This is 
guaranteed by the following condition on 
parameters: 

ASSUMPTION 2: 

(r - O)13s(1 - a) + 0 - Pu 
k --- 

( I (10-1)' 

This assumption will imply below that in nor- 
mal times, that is, when At = Ah, the elite will 
choose no redistribution when in power. 

Because A > 1/2 in a democracy, the median 
voter is a poor agent. By Assumption 1, there is 
no threat of a coup in normal times, so in a 
Markov perfect equilibrium the agent will 
choose the tax rate 1Tm. The expected discounted 
value of an agent of type i = p, r in this state, 
denoted by Vi(Ah, D), is given simply by using 
equations (1) and (2). In this case, these give 

(6) V (A h, D) = hi + 5i(0) + 3Wi(D). 

The agent receives hi from his own capital and 
5 (0) as net transfer from the government. The 
expected return in the next period is the contin- 
uation value under democracy, 

(7) W'(D) = (1 - s) Vi(A h, D) + sV'(A', D), 

where V (Al, D) is the value to agent i in state 
(Al, D). With probability 1 - s, the state (Ah, 
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D) recurs next period, whereas with probability 
s there is a recession, and in this state the 
continuation value is Vi(Al, D). 

The continuation value Vi(Al, D) depends 
on the actions of the rich, who might want to 
undertake a coup in the state A, = Al. The poor 
may therefore reduce the tax rate to Td in this 
state in an attempt to prevent the coup-recall 
that the coup decision follows the taxation de- 
cision of the poor. Suppose that this reduced 
taxation prevents the coup. Then, the value of 
agent i in state (Al, D) would be V1(Al, D)- 
v1(Al, DI ). This continuation value v1(Al, 
DI id) satisfies the Bellman equation; 

(8) v'(A', DIlTd) 

= a(h' + &i(O, Td)) + I3W'(D), 

where 

Ai(0 Td)At= Td TdAthi 

is the net amount of redistribution for a person 
of type i in state At with a tax rate of Td. Notice 
that in the current period, taxes are lower, Tr 
instead of T-", giving higher utility to the rich- 
that is, AP(O, Tid) < 8P(O), and L\r(0, Td) > 
8'(0). However, the continuation value is still 
W1(D). This captures the notion that next pe- 
riod if the state switches to Ah, taxes will in- 
crease back to -: it is impossible for the poor 
to commit to future taxes, unless the future also 
poses an effective coup threat. 

Reducing the tax rate to T d may not be 
enough to prevent a coup, however. After ob- 
serving the tax rate Td, the elite decide whether 
to mount a coup,; = 1, or not,; = 0, so 

(9) V'(A1, D) 

= max {;V'(Al, E) + (1 - ;)vr(Al, DIT d)}, 
E {0,1} 

where Vr(Al, E) is the continuation value to the 
elite after a coup in the state (Al, E) given by 

(10) 'V(A', E) = 4ah 13 W(E), 

and 

(11) W'(E) = (1- s)Vi(A h, E) + sVW(A', E) 

is the expected continuation value with the 
elite in control of the political system. This 
continuation value depends on the strategies 
that the players will pursue in a nondemo- 
cratic regime. Assumption 2 ensures that in 
the state (Ah, E), the rich will set zero taxes, 
so agent i obtains income h1, and his contin- 
uation value is W1(E). Hence, Vi(Ah, E) = 
hi + 1W1(E). 

In contrast, if there is a recession (Al, E), 
there are three possibilities: (i) democratization, 

=y= 1; or (ii) they may choose not to democ- 
ratize; that is, y = 0 and set a tax rate of 1Te; and 
the poor could choose p = 0 (no revolution) in 
response; or (iii) the poor may undertake a 
revolution, p = 1. The contination values de- 
pend on which of these cases applies. In the 
text, we focus on 'y = 1, that is, franchise 
extension, which is the case that applies along 
the equilibrium path.8 In this case, 

(12) V1(AI, E) = a(hi + 5i(0)) + 1W'(D). 

This expression follows because in this first 
period of democracy, there is no threat of a 
coup, and the poor set the unconstrained tax 
rate 1Tm, which gives a current consumption of 
a(h' + &'(0)). The continuation value is 
W1(D). 

The elite prefer not to carry out a coup in 
state (Al, D); that is, ; = 0, if Vr(Al, E) given 
by (10) is less than vi(Al, DIT d) in (8). Hence, 
there will be no coup as long as 

(13) Wr(E) - W'(D) 

a((l - 4)hr + Ar(, Td)) 
c- 

[~~~~~3 

Equation (13) is the coup constraint. a coup 
occurs if the gain to the rich of capturing polit- 
ical power and reducing taxation, p3(Wr(E) - 
Wr(D)) - alr(O, Td), is greater than the cost 
of the coup, a(l - 4)hr. A coup is less likely 
to be beneficial for the elite when the level of 

8 To see why only the case with -y = 1 is relevant along 
the equilibrium path, note that the society starts in a non- 
democratic regime. So if either -y = 0 or p = 1, there will 
never be a democracy along the equilibrium path, and we 
are calculating the value of a deviation from democracy. 
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income in a recession a is high because this 
determines the opportunity cost of political tur- 
moil caused by the coup. Therefore, coups are 
attractive only when a recession causes a severe 
drop in output, reducing the opportunity cost of 
political turmoil. 

We can first determine a critical value of 
the cost of coup, 4(0, a, s), such that as long 
as 4) < 440, a, s), a coup is never beneficial 
for the rich, even if the poor continue to tax at 
the rate T = Tm in state (Al, D). This critical 
value is found by solving (13) for 4) with Ti = 

Tm [i.e., with l\(0, T d) = 5r(0)]: 

(14) 4(0, a, s) 

(1 - 3(1 - s))a(hr + 5r(0)) 

+ ,3(1 - S)5r(O) 

(I1-,B(l1-s))ahr 

When 4) < 4(0, a, s), the coup threat does 
not play a role, and democracy is fully con- 
solidated. Moreover, as we show in the Ap- 
pendix, a4)(0, a, s)ld0 > 0, so a less unequal 
society is more likely to achieve a fully con- 
solidated democracy. Intuitively, a greater 
level of inequality makes democracy less at- 
tractive for the rich because it implies higher 
taxes. Note also that d4(0, a, s)Iaa > 0, so 
an increase in a, which makes recessions less 
severe, increases the opportunity cost of 
mounting a coup and makes it easier to con- 
solidate democracy. Finally, d4(0, a, s)las 
> 0. An increase in the frequency of reces- 
sions implies that the coup constraint binds 
regularly, and because in this state the rich 
pay relatively low taxes, this makes low taxes 
more "credible." Democracy is therefore less 
costly to the elite. Therefore, a coup must be 
less costly (4) higher) to be worthwhile. 

We can next determine the value of the cost 
of coup, 4)(0, a, s) > 4(0, a, s), such that as 
long as ) < K(O0, a, s), the poor can stop a 
coup by setting a low enough tax rate in the 
state (Al, D). Conversely, when 4) > 4(0, a, 
s), the elites' incomes fall by a sufficiently 
small amount as a result of political turmoil 
that even a policy of setting Ti = 0 does not 
stop a coup. The threshold 4(0, a, s) is 
derived by solving (13) for 4) with Td = 0 

[i.e., Ar(0, Td) = 0]: 

(15) (0, a, s) 

(1 - p(1 - s))ahr 

+ 13(1 - s(1 + a)) r(O) 

(I1-p( - s))ah r 

The comparative statics are identical to those of 
0, a, s). 
If j(O, a, s) < 4)< K (O, a, s), then 

democracy is semiconsolidated: the poor can 
avoid a coup by reducing the tax rate below 1Tm 
in state (A , D). In particular, they would set 
T= Td such that 1(W'(E) - W'(D)) = a((1 
- 4)hr + Ar( 0, Td)) satisfying the coup 
constraint (13) as an equality. Although the 
society always remains democratic, the threat of 
a coup is still important and influences taxes: 
the tax rate Td iS less than Tm, which the poor 
would have set in the absence of this threat. In 
the Appendix we show that T-d iS increasing in 0 
so that higher inequality reduces the tax rate 
necessary to prevent a coup. Intuitively, higher 
inequality makes democracy more costly for the 
rich, and the poor have to give them a bigger tax 
concession to prevent a coup. 

Finally, if 4)> 4)(0, a, s), a coup is not very 
costly to the rich, so even a strategy of setting 
T = 0 by the poor will not prevent it. In this 
case, society will revert to a nondemocratic 
regime when A, = Al, despite the social costs 
involved in this process. 

We next turn to the incentives to undertake a 
revolution in a nondemocratic society. If the 
poor attempt a revolution in the state (Al, E), 
they would obtain VP(A', R) as given by equa- 
tion (5) evaluated at At = A'. Although 
Assumption 2 ensures that the revolution con- 
straint is not binding in state Ah, it may bind in 
state Al. The elite may then choose to redistrib- 
ute income to the poor to prevent a revolution, 
imposing a tax rate 1Te and giving the poor a 
return VP(A', E) = ve(A', EITe). The value 
vi(Al, EITe), satisfies the Bellman equation, 

(I 16) v (A', E|IT e) 

= a(h' + -i(0, Te)) + 3W'(E), 

where Ni(0 Te)a Tt Teahi is the net 
redistribution for agent i at the tax rate Te in the 
state A'. In this case, the poor receive net 
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income (1 -T)ahP from their own earnings and 
transfer Tt = (Te - c(T?))ah, giving them a total 
income of a(hP + 7j(O, 7)). Notice that the con- 
tinuation value is W1(E): if in the next period we 
are still in state At = Al, then redistribution con- 
tinues. However, if in contrast the economy 
switches to At = Ah, redistribution stops. This 
captures the notion that the elite cannot commit to 
future redistribution, unless the future also poses 
an effective revolution threat. Also note that T <_ 

,rn, that is, the elite will not tax themselves at a rate 
higher than frn, because this is the rate that max- 
imizes redistribution to a poor agent. If this tax 
rate is not sufficient to stop a revolution, then no 
other tax rate 7e E [0, 1] will do so. 

Combining (5) and (16), we calculate the 
revolution constraint in the state Al as 

(17) WP(R) - WP(E) 

a(hP+ ? p (0, zTe) -uh) 

This constraint requires that the utility from a 
revolution for the poor is not very large relative 
to their utility of living in a nondemocratic 
regime; so a tax concession can convince them 
not to undertake the revolution. 

Because the elite would like to prevent a 
revolution at all cost, they will set Te as high as 
necessary to prevent a revolution. However, 
(17) may be violated even when the elite give 
maximum transfers to the poor in state Al, that 
is, when they tax themselves at the rate T}7Z. In 
this case, the elite will have to extend the fran- 
chise to prevent a revolution. Substituting 1e = 

T"7 into equation (17), we can solve for a critical 
value of k, denoted by 1(O, a, s), such that for 
k > A(O, a, s), a revolution is so attractive for 

the poor in state A' that even the maximum 
amount of redistribution by the rich cannot stop 
it. This critical value is 

(18) -i(0, a, s) 

(1- + s/3)a(hP + 5P(O)) 

-(as + 1 - s) f3rh + f3(1 - s)hP 

(1 - 3)arrh 

When k < A(0, a, s), democratization can be 

avoided by redistributing to the poor in state 
(Al, E). In this case, the tax rate that the elite 
have to set to avoid revolution is T = Te, such 
that tP(A', EITe) = VP(A', R), where vP is 
given by (16). 

In contrast to the case with k < g(0, a, s), 
when k > i(O, a, s), democratization is the 
only option left to the elite. Notice that a A( 0, a, 
s)Id0 > 0, so higher inequality reduces the 
revolution threshold because the poor are worse 
off in a nondemocratic regime. Furthermore, 
a (0, a, s)laa > 0 so that if a increases, 
making recessions less severe, a revolution 
must be less costly to be attractive for the poor, 
and so becomes less likely. Finally, dg(0, a, 
s)las > 0, which implies that when recessions 
are more frequent, it becomes easier to prevent 
a revolution without democratization. The rea- 
son for this result is similar to the comparative 
statics of 4(0, a, s) and 4(0, a, s) with respect 
to s; an increase in the frequency of recessions 
makes future redistribution by the elite more 
credible because it is in their interest to redis- 
tribute during recessions. 

Democratization may not always prevent a 
revolution, depending on the value of a democ- 
racy to the poor. For our purposes, it is more 
interesting to restrict attention to the case in 
which democratization does prevent a revolu- 
tion. The value of democracy to the poor de- 
pends on whether it is consolidated. Because the 
value to the poor of a semiconsolidated democ- 
racy is higher than that of a democracy subject 
to coups, it suffices to ensure that the value to 
the poor of an unconsolidated democracy is 
greater than VP(A', R). In the Appendix we 
derive the value for a unconsolidated democ- 
racy, denoted VP,(Al, D). Comparing this with 
VP(A', R) as given by equation (5), we can 
derive a sufficient condition.9 

ASSUMPTION 3: VP'(Al, D) is greater than 
VP(A', R). 

Notice that Assumption 3 is a simple condition 
on parameters because, as depicted in the 

9 Assumption 3 will hold when democracy is sufficiently 
redistributive. This leads to an interesting trade-off: a highly 
redistributive democracy leads to political instability, but if 
the potential for redistribution is too limited, democratiza- 
tion does not prevent revolution. 
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Appendix, both VP(A', R) and VPj(Al, D) de- 
pend only on the underlying parameters. 

Now we can establish the following result 
(proof in the Appendix): 

PROPOSITION 1: Suppose Assumptions 1, 2, 
and 3 hold and the society starts in a nondem- 
ocratic regime. Then: 

1. If k < A(O, a, s), then the society remains 
nondemocratic. 

2. If ,u > A(0, a, s) and 4) < 4(0, a, s), then 
the society democratizes the first time the 
state is (Al, E), and then remains a fully 
consolidated democracy. 

3. If ,u > /!(0, a, s) and 4(0, a, s) < 4) < 
4)(0, a, s), then the society democratizes the 
first time the state is (Al, E), and then re- 
mains a semiconsolidated democracy. 

4. If ,u > /!(0, a, s) and 4)> 4)(0, a, s), then 
the society is an unconsolidated democracy, 
and continuously switches regimes. 

In the first type of equilibrium where ,u < 

,A(0, a, s), a revolution is sufficiently costly 
that, given the amount of inequality and the 
value of s, the elite can avoid it by redistribut- 
ing. Therefore, in state Ah the elite set T = 0, 
whereas in state Al they redistribute by setting 
the tax rate 1Te, which is just enough to stop a 
revolution. In this equilibrium, there is never 
democratization and the amount of redistribu- 
tion is relatively limited. More inequality none- 
theless increases the level of redistribution in 
this regime because the rich are forced to 
choose higher taxes to prevent a revolution in 
the state (A', E). 

Now consider the case with k > g(0, a, s). 
When the economy transits into state Al, the 
rich can no longer maintain their political power 
via redistribution, and must extend the fran- 
chise. There are three types of equilibria de- 
pending on the value of 4). If 4) < 4(0, a, s), 
democracy, once created, is fully consolidated. 
When the state first moves from A" to Al, the 
elite are forced to extend the franchise. After 
this, the poor always set T = T"'. In this type of 
society, the amount of redistribution is at its 
highest level, there is very little or no fiscal 
volatility, and the threat of a coup plays no role 
once the society becomes democratic. We inter- 
pret this case as similar to the situation in most 

OECD countries. It is more likely to arise when 
0 is high, that is, when the society is fairly 
equal. 

The second possibility is that 4> j(O, a, 
s), but 4) < 4)(O, a, s). In this case, democracy 
is not fully consolidated; if the poor were to set 
a tax rate Tm in the state (Al, D), a coup would 
occur. However, the poor can avoid a coup by 
setting a lower tax T = Td in state (A', D), 
which is just sufficient to dissuade the elite from 
mounting a coup. Although the society always 
remains democratic, it is in some sense "under 
the shadow of a coup," as the coup threat limits 
overall redistribution. 10 

The final type of equilibrium involves k > g(O, 
a, s) and 4)> 4)(O, a, s). In this case, democracy 
is unstable: when the state moves to Al, a coup is 
relatively attractive for the elite, and cannot be 
halted by reducing taxes. As a result, the economy 
will stochastically fluctuate between democracy 
and elite control. More specifically, the economy 
starts with the elite in power and they set T = 0. 
Whenever the state moves to Al, the elite extend 
the franchise. But as soon as the state goes from 
(Ah, D) to (Al, D), they mount a coup, regain 
political power, and set T = 0. The variability of 
fiscal policy is therefore highest in this equilib- 
rium, and the amount of redistribution is less than 
in cases 2 and 3, but more than in case 1. Higher 
inequality increases redistlibution in this regime 
because it increases the tax rate when there is 
democracy, whereas there is never any redistribu- 
tion during nondemocracies. 

The reason why there is an inefficient equilib- 
rium in this case, in contrast to an intuition based 
on the Coase Theorem, is that the political system 
is unable to commiLt to future taxes. If the poor and 
the rich could bargain and conmiit to a path of 
future taxes, there would be no coups along the 
equilibrium path. Yet, in practice, future taxes are 
determined in future political equilibria, and 
promises of lower taxes in the future are not 
credible- once the coup threat disappears, the tax 
rate will rise back to fl. Forward-looking elites, 
realizing this, prefer a coup, even though this is a 
costly outcome for society. 

'0Leonard Wantchekon (1999) argues this has been the 
case in El Salvador. This result is also related to Wantchekon 
(1999) and Matthew Elhman and Wantchekon (2000) who 
analyze how the threat of conflict initiated by the loser of a 
democratic election affects the voting outcomes. 
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Notice that when democracy is unconsoli- 
dated and the poor are in power, they set the 
maximum tax rate, fully anticipating that redis- 
tribution will eventually come to an end as a 
result of a coup. This result may help to explain 
the existence of highly redistributive, but rela- 
tively short-lived, populist regimes of Latin 
America. This is consistent with Robert Kaufman 
and Barbara Stallings's (1991) emphasis on the 
connection between unconsolidated democracy 
and populist redistribution. They write (1991 p. 
27) "established democracies (Venezuela, Co- 
lombia and Costa Rica in our study) were also 
associated with orthodox macro policies. ... [I]t 
was the transitional democracies (Peru, Argen- 
tina and Brazil) that followed populist policies." 

There are four major conclusions to be drawn 
from this analysis. The first links inequality to 
regime changes. A decrease in 0 reduces A(O, a, 
s), 4?(0, a, s), and 4(O, a, s). This implies that at 
higher levels of inequality, both revolutions and 
coups are more attractive. Therefore, societies 
with more initial inequality are more likely to 
switch between democracy and nondemocracy, 
and less likely to have a fully consolidated democ- 
racy. So our results are in line with the empirical 
findings of a positive association between inequal- 
ity and political instability [see, e.g., Edward N. 
Muller and Mitchell A. Seligson (1987) and 
Alesina and Roberto Perotti (1996)]. 

The second conclusion pertains to the link 
between inequality and redistribution. To see 
this, fix the cost of coup 4, and define OH > OL 

such that 4; = 4(0H, a, s) and 4; = 4(0L, a, 
s). Moreover, suppose that k > g(O, a, s). 
When 0 > OH, 4 < ((O, a, s), so inequality 
is sufficiently low that democracy is fully con- 
solidated. Now consider an increase in inequal- 
ity (a reduction in 0). This will increase 
redistribution at first as in the standard models 
of voting over redistribution [e.g., Meltzer and 
Richard (1981)], because a&TraIO <0 . When 0 
falls below OH, we have 4 E (j(O, a, s), 4(O, 
a, s)) and democracy is only semiconsolidated. 
The poor are then forced to reduce taxes from 
Tm to Td in the state (Al, D). Nevertheless, 
overall redistribution increases.1" As inequality 

increases further, it will eventually fall below 
OL. When 0 < OL, we have 4 > 4(O, a, s), 
and democracy is now unconsolidated. So in the 
state (A', D), there is a coup followed by a 
period of nondemocracy and no taxation. The 
increase in inequality in the neighborhood of OL 

therefore reduces overall redistribution. As a 
result, there is a nonmonotonic relationship be- 
tween inequality and redistribution, with soci- 
eties at intermediate levels of inequality 
redistributing more than both very equal and 
very unequal societies. 

The third implication of our analysis is re- 
lated to fiscal volatility. The relationship be- 
tween fiscal volatility and inequality is likely to 
be increasing. Within each regime, higher in- 
equality leads to more variability. Moreover, 
higher inequality makes case 4, which has the 
highest amount of fiscal variability, more likely. 
This may explain why fiscal policy has been 
much more volatile in Latin America than in the 
OECD (Gavin and Perotti, 1997). 

The fourth implication is that the costs of 
redistribution will also have an impact on the 
equilibrium political system. Suppose that the 
cost of taxation becomes less convex, so that 
C(T-') is unchanged, but c'(T ...) decreases. Be- 
cause deadweight losses from taxation are now 
lower, the median voter will choose a higher 
level of taxation. However, as T7" increases, so 
will -5&(0), hence democracy becomes more 
costly to the elite, and hence less likely to be 
consolidated. This implies that in societies in 
which taxation creates less economic distor- 
tions-for example, in societies where a large 
fraction of the GDP is generated from natural 
resources- democracies may be harder to 
consolidate. 

Finally, it is interesting to briefly consider the 
implications of our model for political develop- 
ment. A large empirical literature beginning 
with Lipset (1959) has found that democracy 
tends to be correlated with high per capita in- 
come. In our model, holding inequality and 
other parameters constant, rich countries are 
no more likely to be democratic than poor 

" Overall redistribution (average redistribution) is 
-[(1 - s)3r(0) + saAr(0, Td)]lhr becauseinstateA" net 
transfers from the rich are equal to - 5"( 0), and in state A', 

they are equal to -r((0, Td)lhr. Solving for A"(0, Ti)lhr in 
terms of 3'(O)lh' from (A2) in the Appendix, and using the 
fact that a[5'(O)/h']/aO > 0, we find that overall redistri- 
bution increases with inequality. 
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countries. This is because an increase in h 
leaves both the revolution and coup constraints 
unchanged. However, there are a number of 
plausible ways in which such a connection can 
be introduced into the analysis. First, it is quite 
likely that GDP is more volatile and recessions 
relatively worse in poor countries [see Acemoglu 
and Fabrizio Zilibotti (1997) for theory and 
evidence]. This would imply that a is lower in 
poor countries, so they suffer more severe re- 
cessions, leading to greater political turmoil. As 
a result, democracy would tend to be less stable 
in poor countries.12 Second, development is of- 
ten associated with structural changes in the 
economy, and these changes may affect the 
costs and benefits of coups and revolutions. 
Most important, richer economies are typically 
more urbanized, and urbanization increases the 
power of the poor segments of the society. This 
may make democratization more likely, and 
coups less likely, contributing to the long-run 
trends observed by Lipset. 

II. Consolidating Democracy 

We now discuss ways in which unconsoli- 
dated democracies may be consolidated. One 
method of consolidating a democracy is asset 
redistribution. Asset inequality determines the 
level of taxation and the costs and benefits of 
coups. If asset inequality can be reduced per- 
manently, the benefits of a future coup to the 
elite would be lower because democracy would 
be less redistributive. Although asset redistribu- 
tions, such as education and land reforms, may 
in the long run consolidate democracy, we show 
that the anticipation of such reforms will create 
political instability in the short run because the 
elite will have a greater incentive to undertake a 
coup. We then show how constitutional limits 
on taxation and political institutions may be 
useful in consolidating democracy. Finally, we 
discuss the effects of investments when returns 

depend on political regime, and demonstrate the 
possibility of multiple equilibria. 

A. Asset Redistribution under Democracy 

Unlike fiscal redistribution, if asset inequality 
is reduced, it is permanent'3 and cannot be 
reversed, although it also has permanent costs. 
We model the costs by assuming that asset 
redistribution reduces the total stock of assets in 
the economy. If h is the initial stock, then the 
postredistribution stock is H(0), where H is a 
concave twice continuously differentiable de- 
creasing function [i.e., H'(-) < 0 and H"(-) < 
0], so asset redistribution reduces total re- 
sources. We define 00 to be the initial level of 
inequality so that h H( 0). We assume that 
the poor can undertake asset redistribution in 
the first period they come to power, which is 
naturally in state Al. For simplicity, we do not 
allow further asset redistributions after this date. 

Recall that OL is defined by 4 = 4(0L, a, s) 
where OL > 00, and assume 4 > 4(00, a, s), 
so that without any asset redistribution the econ- 
omy would oscillate between regimes. Hence, 
for democracy to be (semi)consolidated, in- 
equality needs to be reduced (i.e., 00 needs to be 
raised to OL). Also suppose that OR > 00, where 
y = (OR, a, s), and that OR is very high, so 
that it can be ignored for now. 

Following the same arguments as in the pre- 
vious section, we can write the value to a poor 
agent of unconsolidated democracy starting 
from state Al as vPl'(AI, Di 0) [see the Appendix 
and equation (A4)]. This value function applies 
when coups occur along the equilibrium path. In 
contrast, if 0 0L, coups can be stopped, and 
we can use equations (6), (7), and (8) to write 
the corresponding value for consolidated de- 
mocracy, again starting from state Al, denoted 
vP(A', D| 0) (see Appendix for the 
expressions). 

To determine equilibrium asset redistribu- 
tion, let 0' = arg max, vP(A', DI0), bearing in 
mind that we might be at a corner solution with 
0' = 00 where no asset redistribution is chosen. 12 Interestingly, if output becomes less volatile because 

of a reduction in s, the effect is ambiguous. On the one 
hand, a lower s makes recessions less frequent, and hence 
the society becomes more stable. On the other hand, a lower 
s, by making recessions less likely, reduces "the credibility 
of future concessions" both by democracies and nonde- 
mocracies, and may increase the attractiveness of coups and 
revolutions. 

13 For our general results to hold, asset redistribution 
does not need to be permanent; it only needs to be harder to 
reverse than fiscal redistribution. In practice, it may be 
easier to reverse asset distributions than democracy, but this 
is ultimately an empirical question. 
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FIGURE 2. V1 APPLIES WHEN DEMOCRACY IS UNCONSOLIDATED, AND V2 APPLIES WHEN DEMOCRACY IS CONSOLIDATED 
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Also, let C' = arg max, vP (Al, DO0). Then we 
can see that: 

1. If 0"t > oL, the poor will redistribute assets 
up to 0". Intuitively, in this case, the level of 
redistribution that the poor prefer ignoring 
the coup constraint also prevents coups. This 
case is illustrated in Figure 1. 

2. If 0"t < 0L, and vP (A', D| 0') > vP(A', 

DI0L), then the poor will redistribute to 0', 
and coups will occur along the equilibrium 
path. 

3. Otherwise, the level of redistribution will be 
OL. This case, shown in Figure 2, is probably 
the most interesting one for our purposes 
because it illustrates that, to prevent coups, 
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the poor may choose a level of redistribution 
higher than that which would maximize their 
income in the absence of the threat of a coup. 

A key comparative static pertains to the level 
of inequality: if 00 ? 0L, there will not be a 
motive to redistribute assets to prevent a coup 
(though there may be an incentive to redistrib- 
ute assets to increase the income of the poor in 
a consolidated democracy). We may therefore 
expect asset redistribution to emerge as a 
method of consolidating democracy, especially 
in relatively unequal democratic regimes that 
are expected to be threatened in the future. 

Overall, the main implication of this analysis 
is that asset redistribution can help to consoli- 
date democracy. Whenever the choice of the 
poor is OL or greater, coups no longer occur 
along the equilibrium path because asset redis- 
tribution has permanently changed the level of 
inequality, and made coups less attractive for 
the elite. 

In practice, asset redistribution appears to 
have played such a role in a number of in- 
stances. In Acemoglu and Robinson (2000), 
we argued that educational expansion in 
nineteenth-century Britain and France was in 
part a result of democratization, and Stanley 
L. Engerman et al. (1998) argue the same for 
Latin America. In Britain and France, these and 
other policies reduced inequality and there were 
no significant reversals in the process of democ- 
ratization. In Costa Rica, the educational and 
land reforms that reduced both earnings and 
land inequality after the democratization in 
1948 appear to have helped with the consolida- 
tion of democracy [see Deborah J. Yashar 
(1997) for this argument and Carlos M. Vilas 
(1995) for some numbers]. The situation in 
Venezuela after the return to democracy in 
1958, which led to a land reform redistributing 
19.3 percent of agricultural land, also provides 
some support to this view [see John D. Powell 
(1971) and Table 10.2 in Eliana Cardoso and 
Ann Helwege (1992)]. 

B. Anticipated Asset Redistribution and 
Political Instability 

Because asset redistribution is permanent and 
costly to the elite, the anticipation of such re- 
distribution may make a coup more attractive 

and create political turmoil. We now analyze 
this using a simple extension of our model. 
Suppose that h(00, a, s) < 4 < 4(00, a, s) 
(i.e., OH > 0 > OL) so that democracy is 
(semi)consolidated without asset redistribution. 
Consider the first period of democracy in state 
Al. The poor may want to redistribute assets, 
this time not to consolidate democracy but to 
increase their incomes. However, we now as- 
sume that there is a one-period delay between 
the legislation and the implementation of asset 
redistribution. For example, land reforms in- 
volve administrative delays. If, during this pe- 
riod, the state stays in A, = Al, then the rich 
may mount a coup to avoid asset redistribution 
before it is implemented. 

Suppose that the poor legislate a redistribu- 
tion of assets changing inequality from 00 to 0. 
The elite will not undertake a coup during the 
administrative delay of the asset redistribution 
if the state is at At and 

wr(E| 00) - w'(DIO) 

At[(l - p)hr(00) + A'(00, Td)] 

where w"(EI 0) is the continuation value to the 
elite in nondemocracy as a function of the dis- 
tribution of assets 0. Hence wr(E|00) = W"(E) 
will be their value if they reestablish control of 
the political system and keep the distribution of 
assets at 00. Similarly, wr(DLI) is the value to 
the elite of democracy after the distribution of 
assets changes to 0. Notice that the poor would 
never redistribute to a level 0 such that the elite 
undertake a coup in state Ah because this would 
imply that there will necessarily be a coup fol- 
lowing asset redistribution. The poor may un- 
dertake enough redistribution, however, to 
cause a coup in a recession (state A'). The 
critical value of 4, 4, such that when 4 < 4, a 
coup in state Al can be prevented, is defined by 

wr(El0o) - wr(DI 3) = a(l - j)hr(0O) 

Therefore, when 4> 4 there will be a coup if 
there is a recession following asset redistribu- 
tion. In contrast, recall that 4, the critical value 
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of the cost of a coup without asset redistribu- 
tion, is given by 

w'(EI O) - wr(DI o) = a(1 - O)hr(00) 

Given that wr(D| I) < wr(D|0O), we have 
< K 4. This implies that there are values of 

4 E (4), such that without asset redistri- 
bution, democracy is consolidated, but if, dur- 
ing the period of administrative delay after 
asset redistribution, the state remains in Al, 
the elite will attempt a coup. If s, the proba- 
bility that the state remains in Al, is low 
enough, the poor may prefer to enact asset 
redistribution despite its potentially destabi- 
lizing effects. Therefore, the main conclusion 
of this subsection is that asset redistribution, 
which is generally in the interest of the poor 
and often useful in consolidating democracy, 
may create a temporary period of instability 
for a democracy. 

A number of coups in Latin America appear 
to have been motivated by a desire to prevent 
radical land reform. For example, in Brazil, a 
central aim of the coup in 1964 was to prevent 
the attempt by the left-wing President Goulart to 
bypass the veto of the Congress and use other 
means to push through agrarian reform [see, 
e.g., Skidmore (1967) and Wallerstein (1980)]. 
Similarly, most scholars argue that the agrarian 
reform after 1952 in Guatemala was the main 
motivation for the coup of 1954 (James Handy, 
1984; Robert Trudeau, 1993), and that the increas- 
ing radicalization of Allende's policies, especially 
on land reform, precipitated the coup of 1973 in 
Chile (see Arturo Valenzuela, 1989). Marion 
Brown (1989 p. 236), for example, writes "a sec- 
ond generation of [agrarian] reform was clearly 
gaining momentum in the latter part of Allende's 
administration-a fact that was not lost on coun- 
terreform elements that ultimately supported Pi- 
nochet's coup d'6tat." In fact, of the land 
originally expropriated by Allende's government, 
43 percent was returned to previous owners or 
excluded from the reform by other means .[see 
Lovell S. Jarvis (1989 p. 249)]. The same is true in 
Venezuela, where the 1948 land reform law was 
immediately repealed by the incoming military 
government [see Powell (1971) and Peter Domer 
(1992 p. 47)]. 

C. Constitutional Limitations on Taxation 

In our economy, coups arise because democ- 
racies cannot commit not to levy high taxes on 
the rich in state Ah. Even though governments 
may be unable to commit to future taxes, soci- 
ety may be able to adopt a constitution that 
limits how taxes are set. For example, before the 
Sixteenth Amendment to the U.S. Constitu- 
tion in 1913, the government was unable to 
use income taxes because of constitutional 
restrictions [see Sven Steinmo (1993 pp. 74- 
76)]. Such restrictions may help democracy 
consolidate by reducing the fear of the rich 
that they will be heavily taxed in state Ah. 
More generally, our model suggests that the 
structure of democratic institutions may be 
crucial for consolidation because they influ- 
ence what types of policies can arise in 
equilibrium. 

To capture these ideas, consider the case 
where 4 > 4(O, a, s), so that democracy is 
unconsolidated. Nevertheless, there will exist a 
level of transfers from the rich, 8'( 0) > 8'( 0) 
[recall that 8'(0) < 0], such that when net 
redistribution away from the rich in the state A,h 
is V'(0), and zero in the state Al, they will be 
indifferent between undertaking a coup and re- 
maining in democracy. By reasoning similar to 
that above [especially equation (15)], this level 
of redistribution, 8r(0), satisfies 

(1 - 3(1 - s))ah' 
+ ,3(1 - s(1 + a))8r(0) 

(I (- 3(1-s))ahr 

Let the tax rate that leads to Vr(0) be , where 
obviously TK < Tm. Now imagine that in the 
state (Al, D), the median voter-a poor 
agent-has an option to introduce an irrevers- 
ible constitutional restriction on taxes, such that 
a tax rate greater than T- is unconstitutional. By 
construction, once this irreversible constitution 
is in place and the poor cut the tax rate in this 
state (Al, D) to 0, the rich will be indifferent 
between undertaking a coup and living under 
democracy. Because there was output loss in the 
process of coups, this immediately implies that 
the introduction of the constitution improves the 
welfare of the poor. Intuitively, using the con- 
stitution, they commit to low taxes in the future, 
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which discourages the elite from undertaking a 
coup. 

A natural concern is that constitutions may be 
changed or amended. Although in many cases a 
supermajority is required to change a constitu- 
tion, constitutional restrictions on taxes may not 
always be credible commitments to low taxes in 
the future. The importance of constitutional, 
and more generally institutional, restrictions on 
taxation in consolidating democracy therefore 
depends on how durable they are expected to 
be. This remains an important question for fu- 
ture research. 

Constitutional restrictions on the tax rate are 
just one example of how the structure of polit- 
ical institutions has important implications for 
the consolidation of democracy in our model. 
Another much discussed idea is that presidential 
systems may lead to more instability than par- 
liamentary systems. Przeworski et al. (1996) 
present evidence supporting this hypothesis. 
This pattern is also consistent with our frame- 
work. Presidential systems concentrate more 
power in the executive relative to parliamentary 
systems, and hence may make democracy more 
threatening to the rich, and coups more attrac- 
tive. In line with this view, Linz (1978), for 
example, has argued that presidential systems 
"raise the stakes" of the political game. It is also 
interesting that James Madison and the writers 
of the U.S. Constitution were aware of these 
dangers, and constrained the powers of presi- 
dent by instituting a separation of powers (see 
Madison, 1788). 

D. Investment and Multiple Equilibria 

The only economic actions we have consid- 
ered so far have been taxation decisions. Our 
interest in political institutions is in part moti- 
vated by our belief that these affect a range of 
economic decisions, including investment and 
growth. Here, we briefly discuss the interaction 
between investment and political transitions, 
pointing out a possible source of multiple 
equilibria. 

Suppose now that an agent of type i can 
undertake an investment of value k1 at cost 
hTF(k1), where F is increasing and convex, with 
F(O) = 0. The cost is incurred only once, and 
this investment raises the return in democracy 
forever by a factor of 1 + ki, but has no effect 

on income in a nondemocratic regime. The de- 
sirability of the investment therefore depends 
on the expected duration of democracy. The 
assumption that the investment has no return in 
a nondemocracy is not essential. The important 
feature is that the return to a range of invest- 
ments is higher in democracies than that in 
nondemocracies. Plausible examples include in- 
vestments in sectors that trade with other coun- 
tries, which may reduce trade following a coup, 
investments in long-run projects that require 
guarantees against future expropriation that 
may be better provided by democracies, and 
also investments in political participation, par- 
ties, and unions. We now show that the duration 
of democracy is affected by the amount of in- 
vestment, as well as affecting the profitability of 
investment. As a result, if agents believe that 
democracy will persist, they will invest more, 
and this will in turn increase the durability of 
democracy. Thus there may be multiple 
equilibria. 

Notice first that because all agents face the 
same marginal tax rate and because both returns 
and costs are multiplied by hi, they will all 
choose the same level of investment, k1 = k. 
Now let us now define v'l (Al, D|k) as the value 
to an agent in an unconsolidated democracy 
starting in state Al and with investment k. Let us 
define k as the investment level when democ- 
racy is expected to be unconsolidated. This in- 
vestment level is given by k = arg maxk vi (Al, 
D|k). 

In contrast, in a semiconsolidated democ- 
racy, the investment is productive also during 
periods of recession. Now define v'(A', Dlk) 
to be the value to an agent in a semiconsoli- 
dated democracy, starting in state Al and with 
investment k. The investment level that will 
be chosen by the agents in this case, k*, will 
be different, and in particular, will satisfy 
k* = arg maxk v (A', D|k). Notice that when 
democracy is consolidated, the investment is 
productive in all future periods. Therefore, 
k* > k, because the cost of investment is 
independent of the political regime, but when 
democracy is consolidated, the expected re- 
turn is higher. 

Now consider the coup constraint conditional 
on the level of investment k. In particular, de- 
fine +(k) as the critical value of 4 such that 
when 4 < +(k), and the level of investment is 
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k, a coup can be prevented in the state Al. Our 
usual arguments imply that the critical value is 
+(k) given by 

wr(Ejk) - w2(Djk) = a(l - 4(k))hr 

where w"(DIk) is the expected continuation 
value, conditional on k, when democracy is 
consolidated [defined by (A8) in the Appendix], 
and w"(Elk) is the expected continuation value 
in nondemocracy. The reason why the value 
function wr(DIk) features in the coup constraint 
is that the elite compare I3wr(DIk), which is the 
value of remaining in a democracy forever, with 
that of mounting a coup, which is ,Bw(Elk) - 

a(1 - k(k))hr. Notice that k* is the maximizer 
of wr(DIk), so wr(Dlk*) > wr(D k), and 
hence 4(k*) > +(k). Intuitively, a greater 
level of investment makes a coup less attractive 
because the political turmoil associated with the 
coup creates a greater output loss. 

This analysis implies that there are values of 
4 such that 4 E (+(k), 4(k*)). When 4 E 
(+(k), 4(k*)), democracy will be consolidated 
when all agents invest up to k*, and when 
democracy is consolidated, they will indeed 
prefer to invest kV. There is another equilib- 
rium, however, where all agents expect democ- 
racy not to be consolidated, so invest only up to 
k. This level investment, in turn, is not high 
enough to consolidate democracy. The general 
implication is that when there are investments 
whose payoffs are higher in democracies, ex- 
pectations about how durable these democracies 
are can be self-reinforcing, leading to multiple 
equilibria with different political regimes, out- 
put levels, and economic welfare. 

III. Consolidating Nondemocracy 

A. Asset Redistribution in 
Nondemocratic Regimes 

The elite may also wish to undertake asset 
redistribution to stop a revolution or democra- 
tization. To illustrate the role of asset redistri- 
bution in preventing democracy in a simple 
way, assume pt > ,A(00, a, s), or equivalently, 
OR > O, where recall that OR is defined by pt = 
(OR, a, s). This implies that without asset 

distribution, there will be democratization. Sup- 
pose also that 4 < K (00, a, s), so democracy, 
if created, will be fully consolidated. We also 
assume that redistribution away from the poor is 
not possible (i.e., 0 ' 00). 

With these assumptions, democratization will 
take place the first time we are in state (Al, E). 
The assumption 4 < k(00, a, s) also ensures 
that 4 < K (0, a, s) for any 0 ' 00, so 
democracy, once created, will always be fully 
consolidated. Let the return to the rich under a 
consolidated democracy, starting from state Al, 
be v"(Al, DI 0). In this case, the elite may wish 
to undertake asset redistribution to reduce 
8Y(0), depending on whether asset or fiscal 
redistribution is more costly to them. In what 
follows, we assume that asset redistribution is 
sufficiently costly that the elites will not do this, 
so arg max v'(A', DI0) = Oo.14 

In contrast, asset redistribution can also be 
used to avoid democratization by increasing 0 
to OR (i.e., reducing asset inequality). Denote 
the value of the elite in state (Al, E) by v`(A', 
El 0) in this case. 

Whether the elite will choose asset redistri- 
bution is determined simply by comparinm 
vr(Al, D|00) and v3(Al, El OR). If v"(A, 
D O0) < v3 (Al, El OR), then the elite prefer to 
prevent democratization and will choose the 
minimum redistribution sufficient to prevent de- 
mocratization, that is, 0 = OR. Otherwise, they 
will choose not to redistribute, so 0 = 00, and 
there will be democratization. 

In practice, two cases appear to fit the impli- 
cation that the elite may choose to redistribute 
assets to prevent democratization.'5 In a 1949 
reform, South Korea redistributed 50 percent of 
the agricultural land in Korea. Haggard (1990 
p. 55) argues that the reforms were aimed at 
defusing rural insurrections and counteracting 
the destabilizing spillovers from land reform 
in North Korea. Taiwanese land reforms of 

14 Formally, -H(00)I(1 - A) + (1 - 00)H'(00)I(1 - 

A) + 6r (0O) c 0. 
15 This result is related to previous analyses of land 

reform, such as Andrew W. Horowitz (1993) and Grossman 
(1994), which argue land reform can prevent revolution, 
though these papers do not compare asset and fiscal redis- 
tribution. Also in contrast to these papers, asset redistribu- 
tion in our economy may prevent not only a revolution but 
also democratization. 
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1949-1953 that redistributed 24.6 percent of the 
land (Samuel Ho, 1978 p. 163) also appear to have 
been an attempt to defuse rural protest (see Alice 
H. Amsden, 1985). In the words of Ch'en Ch'eng, 
the governor of Taiwan at the time of the reforms, 
"the situation on the Chinese mainland was be- 
coming critical and the villages on the island were 
showing marked signs of unrest and instability. It 
was feared that the Communists might take ad- 
vantage of the rapidly deteriorating situation" 
(quoted in Haggard, 1990 p. 82). Interestingly, 
until veiy recently both South Korea and Taiwan 
remained relatively nondemocratic, especially 
compared to other countries with similar per cap- 
ita income levels. 

Asset redistribution as a method of prevent- 
ing democratization is more likely to emerge 
when 6'(0), the transfers away from the rich in 
a democracy, are larger. This result may help 
explain why asset redistribution emerged in 
South Korea and Taiwan, where the threat of 
communism made social unrest very costly to 
the elite, but not in the Philippines, where the 
threat was less serious. 

Finally, although we have modeled the elite 
as distributing assets equally among the poor, a 
different interpretation is as a strategy of co- 
opting. In particular, the elite may redistribute 
assets selectively to groups among the poor who 
are important for the threat of revolution and 
who can be persuaded to switch sides with such 
transfers. This is equivalent to our formulation, 
but this interpretation may fit the example of 
Mexico in the 1930's better, where small groups 
of peasants that supported the ruling party were 
given land. 

B. Repression 

An alternative strategy for the elite wishing to 
prevent democratization is to use repression. 
Such repression is observed in many cases, for 
example, in Indonesia in 1965 and in El Salva- 
dor in 1932. We now return to the simpler 
model of Section I with an exogenous distribu- 
tion of assets, and consider the possibility of 
repression. The main result is that in very un- 
equal societies, the elite may have so much to 
lose from democratization as to prefer a re- 
pression strategy to suppress revolution and 
prevent democratization. Therefore, the rela- 
tionship between inequality and regime changes 

is potentially nonmonotonic; societies with in- 
termediate levels of inequality are more likely 
to democratize. Nevertheless, we show that only 
societies with limited inequality will achieve 
democratic consolidation. Furthermore, politi- 
cal instability is more likely in more unequal 
societies also, as long as social unrest sup- 
pressed by repression is counted as "political 
instability" in the data. 

To analyze these issues in the simplest pos- 
sible way, suppose that the elite are in power, 
and we have - > g(0, a, s) and 4 < 4)(0, a, 
s), so that if the society democratizes, it will 
remain so forever, and the rich will obtain the 
value Vr(Al, E) as given by (12) in Section I. 
Assume also that the rich can hire an army with 
the sole purpose of suppressing revolutionary 
threats, at per period cost M for each member of 
the elite, and that this strategy completely 
avoids the threat of revolution.16 It is clear that 
with this strategy, in the state (Al, E) the rich 
will have a return of 

Vr(AI E) 

((1 -,B(1-s))a + p3(1 -s))(h -M) 
- ~~1-13 

Comparing Vr(Al, E) to Vr(Al, E) as given by 
(12) immediately implies that the rich will find 
it beneficial to use repression if 

M < - (O) 

This condition will be satisfied if inequality is suf- 
ficiently high, in particular, if 0 < eM where 
0I = 6' (-M). Define OR as above [i.e., - = 
-(OR, a, s)]. Thus the elite cannot prevent a 

revolution with redistribution if 0 < OR. This 
implies that in the case where 0R O M, there 
will be no equilibrium democratization: a level 
of inequality that is large enough to make de- 
mocratization necessary will also make military 
repression desirable. 

The case of OR > OM is more interesting and 
illustrates the nonmonotonic relationship be- 

16 For example, the army may be financed by taxation, in 
which case M is the tax paid by each member of the elite for 
this purpose. 
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tween inequality and democratization. A society 
with 0 E (0M, OR) will democratize because 
social unrest cannot be prevented by redistribu- 
tion and military repression is too costly. In 
contrast, if 0 < OM, then inequality is so high 
that the elite are willing to pay for military 
repression to prevent democratization. Finally, 
if 0 > OR, then there will be no democratization 
either, this time because the elite can prevent 
social unrest by redistribution. 

With this extension, it is still true that among 
the countries that democratize, those with 
greater inequality are less likely to consolidate 
democracy and will therefore oscillate between 
democracy and nondemocracy. However, it is 
only those with 0 E (0M, OR) and 4 < 4(0, a, 
s) that transit to and consolidate democracy. 
The condition 4 < 4(0, a, s) requires inequal- 
ity to be low. Therefore, our main result that 
low levels of inequality are conducive to the 
consolidation of democracy continues to hold in 
this model with repression. Political instability, 
either in the form of frequent regime changes or 
repression, is also more likely when inequality 
is high. 

IV. Concluding Remarks 

In this paper, we have developed a simple 
theory of political transitions. Our theory em- 
phasizes the role of the threat of revolution and 
social unrest in leading to democratization and 
the desire of the rich elite to limit redistribution 
in causing switches to nondemocratic regimes. 
Inequality emerges as a crucial determinant of 
political instability because it encourages the 
rich to contest power in democracies, and also 
often encourages social unrest in nondemocratic 
societies. Therefore, democracy is more likely 
to be consolidated if the level of inequality is 
limited, whereas high inequality is likely to lead 
to political instability, either in the form of 
frequent regime changes or repression of social 
unrest. 

Inequality is also likely to lead to fiscal vol- 
atility, as the redistributive regime changes with 
political transitions. Nevertheless, inequality does 
not necessarily lead to more redistribution. Un- 
equal societies switch between regimes and in 
nondemocratic regimes, there is no redistribution. 
Our theory suggests that asset redistributions may 
be used to stabilize both democratic and nondem- 

ocratic regimes, but the anticipation of a radical 
asset redistribution, such as a land reform, may 
destabilize an otherwise consolidated democracy 
because the elite may mount a coup specifically to 
avoid the reforms. 

Our approach also suggests a number of ave- 
nues for future empirical work. First, a more sys- 
tematic analysis of whether redistributive taxation 
increases after democratizations and declines after 
coups is necessary. Second, it would be interesting 
to investigate whether the reason why parliamen- 
tary democracies appear more stable than presi- 
dential democracies is that they lead to lower 
and/or less variable taxes, as suggested previously. 
Finally, a number of issues require both empirical 
and further theoretical work. For example, what 
are the major factors that increase the likelihood of 
democracy as an economy develops? Also, our 
theory suggests that redistribution through assets 
is more likely to consolidate democracy; why, 
then, do many populist regimes, such as that of 
Peron in Argentina, use mainly fiscal and labor 
market redistribution? 

APPENDIX 

We now present in more detail the deriva- 
tions culminating in Proposition 1 and sketch 
the proof of our main result. We also explicitly 
derive the value functions discussed in Section 
II where we restricted ourselves to a more in- 
tuitive approach. 

The Coup Constraint 

In the state (Al, E), there are three possibil- 
ities as we noted in the text. The continuation 
values depend on which of these cases applies. 
In the text we considered the case where y = 1 
where the franchise is extended. An alternative 
is for the rich to choose y = 0 (no franchise 
extension), set a tax rate of Tre, and the poor 
could choose p = 0 (no revolution) in response. 
In this case, instead of (12) the relevant contin- 
uation value is 

(Al) V'(A', E) 

a(h' + 4q'(0, Tre)) + f3W'(E), 

where a -'(0, Te) = a((e - C(Te))h - Tehi) 
is net redistribution at the tax rate Te in the state 
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A'. In the next period, the continuation value 
W'(E) applies because the society is still in a 
nondemocratic regime. Finally, the poor may 
choose p = 1, undertaking a revolution, in 
which case V'(AI, E) = V'(A', R) and V'(A', 
R) is given by (5). We focused in the text on the 
case where y = 1 in the state (Al, E) because 
this is the one that will apply along the equilib- 
rium path. The algebra for the other cases is 
similar, and is useful only for characterizing the 
off-the-equilibrium path behavior. 

Comparative Statics of +(O, a, s), Td, and Te 

To derive the properties of 4(O, a, s) dis- 
cussed in the text, observe that the sign of a 4( O, 
a, s)/aO is the same as the sign of a[8(O)/hh]/ 
aO. Using the fact that 8r(O)/aO = TmAthl 
(1 - A), we have 

aE r( o)/hr Tm 5r(O) 
ao 1-0 (1-0)2h/(l-A) 

(Ti - C(Tm))(1 - A) > 0, 

(1 - 0)2 

as argued in the text. The other comparative 
statics follow by straightforward differentiation. 
Comparing the expression for +(O, a, s) and 
4(0, a, s) shows that the comparative statics 
for 4(0, a, s) are identical to those just derived. 

If 4(0, a, s) < 4 < K(O, a, s), a coup can 
be avoided by cutting the tax rate to Td when 
there is a recession. Td is derived by solving the 
coup constraint and is implicitly defined by 

(A2) (1-p(1 -s))a(4-- 1) 

A'(0, T7d) 

- hr a((1-Jp3(1 -s)) + 13s) 

Br(O) 
+ hr (l-s -as) 

where recall that Ai(O, Td)At- - dA hi. 
Implicit differentiation of (A2) implies that, be- 
cause as shown above a[Br(0)lh r]iO > 0, we 
must also have a[Ar(O, Td)lhr]/ao < 0. This 
implies that Td must be increasing in 0 as 
claimed in the text. 

When pt < ft(O, a, s) so that the elite can 
avoid having to democratize by redistributing in 
state (Al, E) the tax rate that ensures V(A', E) = 
vP(A', Ele) is 

(A3) (1 - (3(1 - s)) 

0 Tea 0 
Xa (+ (T e-C(Te))a A ) 

0 
+f(1-s) X 

_ i((l -f3)pta + f(sa + 1-s)) 
A 

Te is increasing in p,, and decreasing in 0 (i.e., 
increasing in the level of inequality). Notice that 
the tax rate ,re, which the elite set to prevent a 
revolution can be as high as the maximum tax 
rate T, whereas the tax rate rd, which the poor 
set in a recession to prevent a coup, can be as 
low as zero. This tax rate 7e is increasing in p, 
and decreasing in 0 (i.e., increasing in the level 
of inequality). This implies that, despite their 
more redistributive tendencies, democracies 
may sometimes set lower taxes than nondemoc- 
racies because of political constraints. 

Value of an Unconsolidated Democracy 

Finally, to establish Proposition 1, it is nec- 
essary to assume that democracy is sufficiently 
redistributive that it is more attractive for the 
poor than a revolution. To make this assumption 
explicit we combine (6), (7), (10), (11), and (12) 
to calculate the value to the poor of an uncon- 
solidated democracy. This gives 

(A4) VP(Al, D) = p(1-s)hP 

(1 - (1 - s))[f(1 - s) 
+ (1 - f(1 - s))a]lP(O) 

(1 - B(1 - S))2 - 2S2 

(1 - (1 - s))[APS 

+ (1 - p(1 - s))]ahP 
(1 - p(1 - S))2- -2S2 
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Assumption 3 is equivalent to comparing (A4) 
to VP(A', R) given by (5) and is a simple 
restriction on underlying parameters. 

PROOF OF PROPOSITION 1: 
We now prove Proposition 1. Recall that the 

economy initially starts in nondemocracy and 
that a pure strategy Markov perfect equilibrium 
is a strategy combination {6r0(S|IP), 6e(S|y, 
T7) } where 0jr solves (1) and exI solves (2). 

Let us start with the case in which ,u < I(0, 
a, s). We can solve for the complete set of 
Markov perfect equilibria by backward induc- 
tion. In nondemocracy, the rich move first, and 
then the poor respond. So let us consider the 
actions of the poor following the decisions of 
the rich { y, Tr}. By Assumption 2, the unique 
best response for the poor in the state (Al', E) is 
to choose eJ(Ah, Ely = 0, Tr = * ) = {p = 

0}, that is, they will never undertake a revolu- 
tion during normal times. Next, in the state (Ah, 
E), the poor agents' unique optimal strategy is 

(A5) e(Al, E,y= O, iT" = ) 

p = 0 if y= 0 andT? Te 

1 =l if y=0andT< Te 
{ pH0 if y ,= 1 

where Te is given by equation (A3) above. The 
optimality of (A5) follows immediately since 
Te, given by equation (A3), is by construction 
the tax rate that makes the poor indifferent 
between revolution and no revolution, and by 
Assumption 3, they prefer democracy to revo- 
lution. It is then clear that the unique best re- 
sponse of the elite is (6r(Ah, El ) = {y = 0, 
T= 0} and ^'(Al, El * ) = {y = 0 r 

Te This completes the proof of part 1. 
To prove parts 2, 3, and 4, consider the case 

in which pL > g!(0, a, s). Now eP(Ah, E>y = 
0 Tr = * ) = {p = 0} is still the unique best 
response in the state (Ah, E). The unique best 
response in state (Al, E) in contrast is 

(A6) &xP(A19 Ely5 =0 T r = ) 

p= 1 if Y=0 
-t p=O if 'y=l,9 

because by construction, in this case no amount 
of redistributive taxation can make nondemoc- 

racy preferred to revolution. It immediately fol- 
lows that the best response for the elite is Y(A"I, 
El * ) = {y = 0, 7 = 0} and 6'(Al, El * ) = {y = 
1}, and in the state (Al, E) there will be democ- 
ratization, and the state will transit to (Al, D). 
Also, because there is no constraint on the poor 
immediately after democratization, they set i" = 
i' in the period following democratization, where 
rm is the most preferred tax rate for the poor given 

by (3) in the text. Now consider state (Ah, D), and 
do backward induction this time starting with the 
actions of the elite, who move after the poor in a 
democracy. Assumption 1 ensures that 6r(Ah, 

DI * ) = U = 0}, that is, the elite will never 
undertake a coup during normal times. This im- 
mediately implies a unique best response for the 
poor as 6P(Ah, DI ) = {1' = {'}, since T7 is 
their most preferred tax rate. 

Next consider democracy in the state (Al, 
D), and suppose that 4 < 0(0, a, s). Then by 
construction, the revolution constraint never 
binds, so the unique best response of the elite is 
(or(Al, D| ) = = 0}, and the best response 
of the poor is e'(A', DI * ) = { = Tim}. So 
as claimed in the proposition, the society is in a 
fully consolidated democracy, and the tax rate is 
always equal to 7m. 

Next suppose that 4(0, a, s) < 4 < 4(0, a, 
s). Now the unique best response of the elite is 

~ = 0 if T ?i Td 
(A7) 0r (Al, DLrP = T) ={ -= 1 if T > Td 

where rd iS given by equation (A2) above. The 
optimality of (A7) follows because Td is by 
construction the tax rate that makes the elite 
indifferent between coup and no coup. The 
unique best response of the poor to (A7) is then 
eJ(Ah, DI * ) = {7P = Td}. Any lower tax 
would create less redistribution, and any higher 
tax would lead to a coup, which is costly for the 
poor. Hence, the society always remains demo- 
cratic, but it is a semiconsolidated democracy, 
in that the tax rate has to fall to Td in the state 
(Al, D) to prevent a coup. 

Finally, when 4 > 4(0, a, s), the unique 
best response of the elite is Or9(Al, DIP = ) = 
{ = 1 }, for any T, so the economy will un- 
dergo a coup in the state (Al, D), taking it to the 
state (A', E). As soon as they resume power, 
the elite set Te = 0, and then follow the optimal 
strategy characterized above, so the economy 
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continues to switch between democracy and 
nondemocracy. This completes the proof of 
Proposition 1. 

Details for Sections II and I1 

We now derive some of the formulas that we 
used in Section II. In Section II, subsection A, 
A, we use (A4) from the previous section to 
write the value to a poor agent of unconsoli- 
dated democracy starting from state Al as 
vFj(A', D|0). This is 

1(1 -s)OH(0)IA 

(1 -f3(1 -s))[13(1 -s) 

+ + (1-,B(1-s))2a]P(3 ) 

(1 _ ,B(l - S))2 - p2S2 

(1 -f3(1 - s))[APs 

+ + (1-f(1-s))]a0H(0)/A 
(1 - ,B(l - S))2_- p2S2 

where 6P(0) = 7t9 - 7mAthP is defined as in 
the previous section and hP OH(0)/A. The 
corresponding value for consolidated democ- 
racy, again starting from state Al, is 

v2P(Al, DJO) = 1(1 - s)[0H(0)/A + 6P(0)] 

(1 - 1(1 - s))a[0H(0)/A + AP(0, Td)] 
+ 1-13 

where AP(0, Td)At td- TdAthP is defined 
as in the previous section [and AP(0, Td) = 

6P(0) if 4 < 4(0, a, s), i.e., when 0 ' OH]. 

In Section II, subsection B, wr(D| 0), the 
value of democracy to the elite with asset dis- 
tribution 0 is 

w r(DI |) 

(1 - s)[(l - A)H(0)/(1 - A) + 6r(A)] 

1-13 

sa[(1 - 0)H(A)/(1- A) + Ar(& Ad)] 
+s1-13 

Next, in Section II, subsection C, recall that 
v'(Al, D|k) is the value to an agent in an 
unconsolidated democracy starting in state Al 
and with investment k. Our assumption im- 
plies that during democracy the flow payoff is 
At(h' + 51(0)) (1 + k) (so that if k = 0 
income is unchanged), but once the regime 
switches to nondemocracy, all agents produce 
only A h'. Therefore, the value starting from 
state A' conditional on investment k with un- 
consolidated democracy is v (Al, D|k), given 
by 

vI(Al, Dlk) = a(h' + 6'(0))(1 + k) 

+ fwil(D|k) - h'F(k), 

where 

(hi + 6'(0))(1 + k) 

w'(D|k) = (1- l3(1 -ss))2 _ s322 

sh'[4a(l - p(1 - s)) + B(1 - s)] 

(1 - ,(1 - S))2_ - 2S2 

is the continuation value in an unconsolidated 
democracy with investment k. 

In contrast, when democracy is consolidated 
the flow payoff is (hi + 61(0))(1 + k) during 
normal times and a(h1 + A'(0))(1 + k) during 
recessions. In this case, the value function 
v'(A', D|k) will be 

vi(A1, DIk) = a(h' + 6'(0))(1 + k) 

+ 3w2(Dlk) - hF(k), 

where 

(A8) w'(DIk) = (1 -s)(hi+ 6(0))(1 +k) 

sa(hi + A (0))(1 + k) 
+ 1 - , 

is the continuation value in a semiconsolidated 
democracy with investment k. 

Finally, consider our analysis in Section IV. 
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The return to the rich under a consolidated 
democracy, starting from state Al, is 

(A9) Vr (A', D I 0) 

= [a(l-13(1-s)) + 13(l-s)] 

[(1 - O)H(0)/(1 -A) + 6r(O)] 
X 1 -1j3 

The value of the elite in state (A', E) is vr(A', 

El 0): 

v"(A', EI0) 

3(1 - s))(1 -O)H(0)/(1 - A) 

a(l - B(l -s))[(l - O)H(O)/ 
(1 - A) + r (O)] + 1-13 
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