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ABSTRACT 
 

Inrecentdecades,democracyhas been extensively discussed by scholars more than anyother time. One of the 
common themes of these discussions addresses the relationship between accumulation and concentration of 
wealth (income distribution) and the status of democracy in different countries. Therefore, the purposeof this 
study was to investigate the effect ofdemocracyon income distributioninselected Islamic countriesover the 
period 1999-2010 usingpanel data and adopting aco-integrationapproach. The results showed a significant 
positive relationship between democracy and improvement of income distribution in the studied countries. In 
other words, as the level of democracy is promoted, there will be a reduction in income inequality. 
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Statement of the problem: 
 

Owing to its multifaceted and complex nature, 
development is a concept that is better described than 
defined, and it assumes certain meanings under 
certain circumstances.According to Sen (2004) 
democracyisa form of government that has an 
important role in development. The importance of 
individual freedom in development lies in the 
assessment and efficacy. In this sense, freedom is 
both an end and a means of development. According 
to Sen, there arefive types of freedom: political 
freedom, social opportunities, economic 
opportunities, guarantee of transparency, and 
protective systems. All types of freedom reinforce 
each other and are good indicators and criteria for 
assessing development. In recent decades, the issue 
of democracy has been raised more than ever and 
received great significance. Democracy can be 
regarded as a form of government the distinguishing 
feature of which is the formal announcement of the 
subordination of the majority to the minority, 
recognition of freedom, and equal rights for 
individuals in the community. Democracyisa form of 
governmentin which people can select or remove, in 
an intellectual space and away from violence, those 
who run the society and achieve their aspirations [7]. 

One indicator of socioeconomic justice is also 
the distribution of income. Therefore, one of the 

most important goals of an economic system is the 
establishment of socioeconomic justice. Although 
distribution of income has been traditionally 
discussed in microeconomics literature, nowadays 
wide distribution of income is dealt with within 
macroeconomics. Development theorists would agree 
that the root of all disorders in an undeveloped 
structure is poverty and inequality. Therefore, any 
type of crisis occurring in this structure whether it is 
related to the population or the environment, whether 
it is related to dependence and imbalance, plus those 
minor crises all rot in poverty and inequality. In other 
words, poverty and inequality are the most important 
factors in reproduction of underdevelopment. The 
present study, therefore, examined democracy which 
is one of themost important factors affecting the 
distribution of income. 

The purpose of this study was to investigate the 
relationship between income distribution and 
democracy in selected Islamic countries (including 
50 countries) over the period 1999  to 2010 withco-
integration approach using panel data. 
 
 
 
Review of literature: 

 
The problem of income distribution is not new in 

economics. According to Sarel (1997), income 
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distribution has long existed in positive and 
normative discussions. In oldest economic literature, 
the specification of distribution theory had been 
central to economists' theories. Case (2003), for 
example, divided the factors influencing the 
distribution into five groups, namely economic 
growth and development, demographic, political, 
historical, cultural and natural factors. 

The effect of economic growth on development 
was first investigated by Kuznets (1955). Kuznets 
defined the modern economic growth as the constant 
increase of per capita income or the per capita 
production of worker which is often accompanied by 
population increase and wide structural changes. 

Pointing to the significant role of political 
factors especially democracy in the improvement of 
economic conditions, Giymah (1994) asserts that 
democracy improves income distribution in 
communities by removing obstacles, increasing the 
government's accountability and affecting several 
other factors.  

Democracy also brings about economic growth, 
development, political and economic stability, 
increase in investment, private ensuring private 
property rights, reduction of inflation, increase in 
people's awareness of the status quo, the 
government's accountability with respect to people's 
aspirations such as equality and justice, fair salaries 
for workers by enhancing the power of worker 
unions, reduction of corruption, provision of equal 
social, economic and political opportunities, 
empowerment ofpeople, better implementation 
ofdirect poverty-reducing policies and redistribution 
of income, fighting social discrimination, provision 
of basic freedoms including freedom of expression, 
and many other items which can result in a reduction 
ininequality (decrease in Gini coefficient) or 
improvement in income distribution. 

Changes in the exchange rate are considered as a 
key factor in economic policy making, and it has 
been frequently discussed in economics that inflation 
affects and is affected by the exchange rate 
fluctuations.The exchange rate is one of the most 
important determinants of prices of raw materials, 
intermediate goods, capital equipment, and final 
goods. 

Due to the high dependence of production and 
consumptionon imports, the exchange rate can 
contribute to the formation of inflationary pressures. 
Although the increase in the exchange rate and the 
national currency devaluation lead to an increase in 
cheaper exports and enhance export, as aresult of this 
increase the cost of raw materials, intermediate 
goods, capital equipmentand final goods give rise to 
inflation and liquidity. As a result, the government 
will impose a tax by raising the prices, and a flow of 
wealth from those who have fixed incomes to those 
having increased liquidity will be the result. This is 
called inflationary tax which this process takes place 
through the extension of credit, exacerbates the 

problems of economic development, widens the 
poverty gapand increases the Gini coefficient of 
inequality. In the meantime, an increase inthe price 
level and inflation, due to its effect on the allocation 
and distribution of resources, will affect the welfare 
of different groups. The effect of inflation on income 
distribution varies depending on the relative changes 
in prices. For instance, the relative increase in the 
prices of food and essential commodities may 
increase in equality whereas the rise in the relative 
price of luxury goods can reduce income 
inequality[5]. Bulir specifies the effect of inflation on 
inequality as follows: the relative income of agents 
who protect their income against changes in the price 
level (internal agents) increases in proportion to that 
of those who do not (external agents), causing more 
inequality in income distribution. Studieson the 
relationship between unemployment and income 
distributions how that there is a positive relationship 
between unemployment and income dispersion. 
Employment provides a source of income for 
populations and enables employees to participate in 
social activities and generate value and thus gives 
them a sense of dignity and credibility. In addition, 
employment is necessary for the full utilization of the 
benefits of investing inhuman resources, and if there 
is no employment, people cannot utilize their power, 
skill, ingenuity and their knowledge properly, and 
this will reduce the efficiency of human capital. 
Therefore, the role of employment in reducing 
income inequality becomes more evident. Of course, 
poverty reduction can have apositive effect on 
income distribution only when it eliminates 
unemployment widely or even permanently. In this 
way, the underlying structure of the economy will 
change, paving the way for reducing inequality. 

Mueller and Stratmann(2002) studied the effect 
of participation on income in equality in76 countries 
over the period 1960-1990. The results showed that 
the direct effect of inequality on participation in the 
countries studied is negative. Alesina and Rodrik 
(1994) also showed apositive relationship between 
GDP growth and income distribution. Hewitt(1977) 
sought to analyze the impact of democratic 
institutions on redistribution. He defined and 
determined democracy by three perfectly legitimate 
characteristics, namely an executive that is elected or 
responsible to an elected assembly, universal 
manhood suffrage, and fair elections as indicated by 
the presence of a secret ballot.Given the Cross-
sectional data on 25 countries until 1965, he showed 
a negative, albeit statistically insignificant, effect of 
democratic institutions on redistribution. Alesina and 
Parrott (1996) showed that countries with higher 
income inequality have more political instability. 
Justman and Gradstin(1999) showed that the growth 
of democracy measures decreases income inequality 
in Britain. 1  Milanovic(2000), using data from 24 
democratic countries, tested the hypothesis of the 
relationship between the median voter's income 
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inequality and redistribution. He attributed the lower 
20 percent of the income distribution to poor and 
very poor groups and concluded that, those countries 
where the income distribution in terms of the means 
of production is more unequal, the redistribution 
towards the poor and very poor groups is much 
greater. 

Sung Lee (1995) studied the effect of the size of 
the public sector and income inequality on 
democracy, showing that there is a negative 
relationship between democracy and inequality; in 
other words, the greater the level of democracy, the 
lower the income inequality. 

Rooney and Lee (2003), reviewing as ample of 
69 countries during the period 1960-1996, tested the 
hypothesis that democracy reduces inequality. Their 
results showed that there is a significant effect of 
democracy on income in equality in developing 
countries (member countries of the Organization for 
Economic Cooperation and Development) at the 5 % 
significance level while in the less developed 
countries and the total sample; it was significant at 
the 1 % level. 

Bassett et al. (1999), using Cross-sectional data 
for 13 member countries of the Organization for 
Economic Cooperation and Development from 1960 
to 1981 and predicting the negative relationship 
between payment transfers and income share of the 
middle 20 century, estimated the impact of the 
median voter to redistribution. They found that there 
is a negative relation between transfer payments and 
income share of the middle class in democratic 
countries, and in all regressions, the part which 
showed the subtle inter play of democracy and the 
income share of them iddle class was negative while 
the variables associated with democracy at all levels 
of significance were positive. That is, on the whole, 
the effect of democracy on redistribution is positive 
and any increase in it leads to more redistribution. 
Burkhart(1997) also examined the relationship 
between democracy and inequality and concluded 
that the relationship is nonlinear. Robinson (1976) 
and Hicks et al. (1984) addressed the negative effect 
of the public sector and the role of the government 
on income inequality. Simpson(1990) also stated 
thatup toa certain level of democracy, in equality 
increases but it decreases thereafter. 

Several studies have been conducted on the 
effects of unemployment and inflation on income 
distribution. Schultz(1969), for example,studiedthe 
cyclical behavior of income distribution in the United 
States using time series data during the1944-1965. 
His results showed that the most important factor in 
increasing in equality is unemployment. Binderand 
Esaki (1978) in anexperimental study examined the 
effects of inflation and unemployment on income 
distribution inthe United States during the period 
1947-1974. The results showed that unemployment 
boosts inequality while inflation reduces income 

distribution. Overall, it can be stated that most 
studies reporta negative relationship between 
democracy and income inequality. On the other hand, 
some studies have found a significant relationship in 
this regard. The overall effect of democracy on 
income distribution depends largely on experimental 
studiesinany country. 
 
Methodology: 
 
Introducing the model and the variables used: 

 
The model used in this study is as follows: 
 

𝐺𝐺𝐺𝐺𝐺𝐺𝐺𝐺𝐺𝐺𝑖𝑖 = 𝛽𝛽1 + 𝛽𝛽2 𝐷𝐷𝐷𝐷𝐷𝐷𝐷𝐷𝐺𝐺𝑖𝑖 + 𝛽𝛽3 𝐼𝐼𝐺𝐺𝐼𝐼𝐺𝐺𝑖𝑖 + 𝛽𝛽4 𝑈𝑈𝐺𝐺𝐷𝐷
+ 𝛽𝛽5 𝐸𝐸𝐸𝐸𝐸𝐸ℎ + 𝛽𝛽6 𝐺𝐺𝐷𝐷𝐺𝐺 

 
Where Gini is the Gini coefficient for the 

country I in the year, Demo is democracy index for 
the countryI in the year, It is the inflation rate for the 
country I in the year, one is the unemployment rate 
for the country I in the year, Each is the exchange 
rate (Dollar us) for the country I in the year, and 
GDP is GDP for the country I in the year. 

The data for this study was collected from the 
World Bank's website www.worldbank.org and the 
website of democracy ranking 
www.democracyranking.org. 

When a panel data are used, several tests to 
determine the appropriate estimation method will be 
used . The most commonly used tests In this regard 
are the Hausman test and the Chow test. The Chow 
test is used to differentiate between ordinary least 
squares (OLS) and fixed affects mode ls. The 
hypotheses of this model are as follows: 
H0 =  μ1 =  μ2 = ⋯ =  μn−1 = 0 

H1 =  Not 
Where μ is the coefficient of the dummy 

variable in the fixed effects model. In this test, the 
null hypothesis suggests equal coefficients and 
intercept of the data.   Hence, rejection of the null 
hypothesis indicates the use of panel data whereas 
failure to reject the null hypothesis suggests using 
ordinary least squares with integrated data. If   it is 
determined in the Chow test that for all intervals or 
time periods in the study, separate intercepts can be 
considered, we should attempt to choose between 
random effects for group or time related estimation 
models. The underlying assumption in the fixed 
effects model is that the error term can be correlated 
with the explanatory variables while the random 
effects modela ssumes that there is no correlation 
between the error term and the explanatory variables. 
The Hausman test uses thechi-square criterion such 
that if the probability of the statistic is more than 5%, 
random effects will be preferred to fixed effects at 
95% significance level. Otherwise, the fixed effects 
will be chosen. This can be summarized as follows:

 

http://www.worldbank.org/�
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Fig. 1: Diagnostic test on the paneldata Adapted from Zarra Nejad and Anvari (2006) 

 
It is important to check for co-integration among 

variables in panel data. To test co-integration of 
panel data, Kao (1999) and Pedroni (1999), having 
estimated the long-run relationship between the 
variablesas in the case of time series and interval 
(cross-sectional) data, used the following statistics 
forco-integration: 

 
DFγ = √𝑁𝑁𝑁𝑁(γ�−1)+3√N

√10.2
) 1                                               (  

DFt = √1.25tγ + √1.875N                                   (2)   (2) 
 
Where γ is the regression coefficient of long 

term errors on the lag of the errors resulting from the 
combined model (e�it )isas follows: 
 
e�it = γe�it−1 + ut  )3                                                    (

                                                                                      
      N represents the number of intervals in DFγ and 
DFt Statistics and tγ  Is the value of the standard t 
coefficient of equation (3). The statistics extracted 
both have a normal distribution with mean zero and 
variance 1. The hypothesis of panel data co-
integration test isas follows: 

 
H0: γ = 1 
H1: γ < 1                                                                 (4) 

 
The null hypothesis holds that there is noco-

integration between the variables while the 
hypothesis shows co-integration between the 
variables in all intervals. Assuming that co-
integration vectors are homo geneous in each 
interval, Kao (1999) presented the augmented Dickey 
– Fuller (ADF) test as follows 

 
e�it = γe�it−1 + ∑ JjΔe�i,t−j

P
j=1 + vi,tp                      

 
Where e�it Is the estimation of the long-run 

relationship using panel data and P is the number of 
interruptions of the ADF testthe value of which 
depends on the elimination of auto correlation 
between the error terms. Jj  Is the coefficient of 
difference between the test interruptions and vi,tp  are 
the errors of the equation estimated above. In other 
words, in this test as in DFγand DFtafter determining 
the long term relationship, the estimation errors are 
calculated, and then using the above equation, the 
ADF test is conducted. The hypotheses of this test 
are like those of DFγand DFt and the test statistic has 
a standard t distribution [3] after calculating equation 
(5), the significance of γ coefficient will be tested 
using the standard t distribution table. 
 
Estimation of the model: 

 
According to what was mentioned above, we 

will estimate our model using panel data method. 
The results of the estimated model are presented 
below.  

In case time-series variables are unsteady, 
estimating the coefficients will yield a spurious 
regression. Therefore, in order to avoid spurious 
regression, the variables of the model are subject to 
unit root and panel co-integration test. In the present 
study we use the unit root test of LM, Pesaran and 
Shane examines the stability of variables. The null 
hypothesis of the test holds that there is a unit root in 
the variables. 

 
Table 1: Unit root test son the levels and difference variables 

Variables 
Im, Pesaran and Shin 
(Level of variables) 

 Im, Pesaran and Shin (The first 
difference of the variables) 

 Degree of 
integration 

 Statistic Probability Statistic 0.000  
GINI -0.037 0.48 -6.53 - I(1) 
DEMO -10.48 0.000 - - I(0) 
UNE -7.48 0.000 - - I(0) 
INF -11.83 0.000 - - I(0) 
EXCH -6.43 0.000 - 0.0028 I(0) 
GDP 13.83 1.00 -2.80  I(1) 

Source: research findings (the null hypothesis is the existence of unit root) 
 

Fixed effect model 

Random effect model 
 

The total panel data 
 

TestCHOW 

 

Hausman test 

TestLM 
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The unit root test results indicate that the Gini 
coefficient variable is first degree andnon-stationary 
while the restvariables are non-stationary. To 
provethe absence of spurious regression, Pedrony's 
co-integrationtest is used in this study.The co-
integrationtest results are shown in Table 2.  

Results in Table 2 show that based on the PP and 
ADF statistics, there is co-integration relationship 
between variables. Therefore, it can be said that there 
is along-run equilibrium relationship between income 
distribution and the independent variables. After 

ensuring the co-integration relationship, in order to 
estimate the model, it is necessary to determine the 
type of panel data estimation method. Therefore, to 
determine the presence or absence of a separate 
intercept, for each of these countries the F-statistic is 
used. Then, to test whether the model uses fixed 
effects or random effects estimation methods, the 
Hausman test is used.The results of F test confirm 
the fixed effects model estimation method. Hausman 
test results also imply endorsement of a fixed effect 
model against the random effect. 

 
Table 2: Results of Pedroni's co-integration 

Test Panel Prob Group Prob 
PP statistic -4.97 0.000 -5.56 0.000 
ADF statistic -3.27 0.000 -3.87 0.001 

Source:research findings(the null hypothesis is the existence of unit root) 
 
Table 3: summarizes the results  of Chowand Hausmantests 

Result Significance level Statistic Test 
The fixed effect model for panel data models confirmed 0.06 39.82 Chow 

Fixed effects confirmed against the random effects model 0.00 23.50 Hausman 
Source: research findings 

 
 The results of the estimation of the model with fixed effects are shown in Table 4. 

 
Table 4: Results of the effect of democracyon income distribution (the dependent variable is Gini) 

Results panel data (the dependent is variable income distribution) 
Variable Coefficient T statistic P- Value 
Demo -0.137 9.59 0.000 
Inf 0.0017 0.52 0.60 
Exch -5.54E-5 -4.54 0.000 
Une 0.014 0.71 0.47 
GDP -3.61E-12 -3.64 0.003 
R2  0.97  
F-Statistic (Prob)  305.52 (0.000)  

Source:research findings 
 
As the results in Table 4 show, there is a positive 

and statistically significant effect of democracy on 
income distribution in the countries studied. In other 
words, with the promotion of democracy in the 
countries studied, income inequality decreases. The 
results show that democracy has improved income 
distribution in the countries studied. Also, the effect 
of inflation on the Gini coefficientis positive but not 
statistically significant. Based on other results of the 
study, the effects of unemployment on income 
distributionis negative but not statistically 
significant. However, the effect of GDP on income 
distribution is negative and statistically significant. 
That is, with the increase of production in the 
countries studied, income inequality will be reduced. 
In addition, the exchange rate has a negative and 
significant effect on income distribution. In other 
words, any increase in the exchange rate will 
improve income distribution. 
 
Conclusion: 

 
Improving economic conditions through 

promoting democracy is one of the most important 
goals sought by policy makers in different countries 

especially Islamic ones. Although in recent years 
considerable efforts have been put to improve 
democracy in these countries, these efforts stillneed 
to bemore purposeful. The purpose of this study was 
to examine the effect of democracy on income 
distribution in 50 countries over the period 1999 to 
2010 adopting aco-integration approach andusing 
panel data. The results showed that democracy has 
asignificant negative effect on income distributionin 
the countries studied. In other words, promoting 
democracy in these countries, will lead to 
improvement in income distribution. Given the 
findings of this study, we suggest that in addition to 
establishing political and economic stability, Islamic 
countries should improve income distribution in 
these countries to create contexts for promoting 
democracy there. 
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