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Chapter 3

Democracy, Law and Order,  
and Economic Growth

Robert J. Barro, Ph.D.

E conomic performance depends on vari-
ous aspects of government policy, but no 
aspect is more important than the qual-

ity of political, legal, and economic institutions. 
Differences in institutions have proven empiri-
cally to be among the most important determi-
nants of cross-country differences in rates of 
economic growth. Consequently, basic reforms 
that improve institutions provide one of the 
surest routes for transforming a country in the 
long run from poverty to prosperity. This view, 
which underlies a good deal of recent empirical 
research on economic growth, is also the central 
theme of the Index of Economic Freedom.

The question of which aspects of institutions 
matter most for long-run economic perfor-
mance has proven to be more controversial than 
the proposition that institutions are important 
overall. One strand of research has focused on 
democracy and specifically on the strength of 
political rights. The second strand has empha-
sized property rights and legal structures that 
promote the rule of law and law and order.

Some scholars, such as Milton Friedman,1 
argue that these two aspects of liberal institu-
tions are mutually reinforcing and that both are 

conducive to economic performance. Recent 
empirical research supports the idea that rule 
of law and law and order are important deter-
minants of economic growth but delivers mixed 
results with respect to the contributions from 
democracy. Before turning to this empirical evi-
dence, it is worthwhile to assess the situation 
theoretically.

economic effecTs of pRopeRTy 
RighTs and The legal sysTem

The economic effects of secure property 
rights and a well-functioning legal system are 
clear. Since people are to a considerable degree 
self-interested, they tend to undertake hard 
work and investments only if they have a rea-
sonable probability of enjoying the fruits of 
their efforts. Thus, if property rights are inse-
cure—for example, because of high crime rates or 
high rates of taxation or high chances of govern-
ment expropriation—people tend to work and 
invest little. The concept of high taxation can be 
extended from income taxes or other formal lev-
ies to include onerous government regulations 
and licensing requirements, as well as bribes 
required by corrupt officials.
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Vigorous business activity also benefits from 
a legal system that allows for contracts to be 
clearly specified and enforced. This contracting 
potential influences relations of businesses with 
suppliers, creditors, workers, and customers. For 
example, if the legal system does not enforce 
the repayment of loans, loans will be scarce, 
and many productive investments will remain 
unexploited.

One way that businesses can react to poorly 
defined property rights is to reduce their levels of 
operations. However, another possibility, espe-
cially in response to high rates of taxation and 
oppressive regulations, is to move from the for-
mal to the informal or black-market part of the 
economy. This informality may be better for the 
economy than a cessation of operations, but it 
does entail costs. Informal operation tends to be 
less efficient because businesses have to expend 
resources to conceal their activities. In addition, 
black-market participants typically lose access 
to useful government services, such as official 
enforcement of contracts. Another effect is that 
the government fails to raise much in taxes on 
black-market activities, and the amounts col-
lected from legal enterprises must therefore rise 
to pay for a given level of public expenditures.2

The stress on property rights and the legal 
system does not yield unambiguous implica-
tions about the relation between economic per-
formance and the size of the government. Some 
public actions, such as maintenance of internal 
and external security and enforcement of con-
tracts, entail more government spending and 
tend to enhance economic activity. Others, such 
as burdensome regulations and overly generous 
transfer payments, hinder the economy.

economic effecTs  
of democRacy

What effects on the economy would we antic-
ipate from an expansion of democracy, say in 
the form of an increase in electoral rights? One 
effect, characteristic of systems of one-person/
one-vote majority voting, involves the pressure 
to enact redistributions of income from rich to 
poor. These redistributions may involve land 
reforms and an array of social-welfare programs. 

Although the direct effects on income distribu-
tion may be desirable (because they are equal-
izing), these programs tend to compromise 
property rights and reduce the incentives of 
people to work and invest.

One kind of disincentive involves transfers 
to poor people. Since the amount received typi-
cally involves income-testing and therefore falls 
as a person earns more income, the recipient is 
motivated to remain on welfare or otherwise dis-
engage from productive activity. In other words, 
the effective marginal income tax rate is high for 
recipients of income-tested transfer payments. 
As an example, Casey Mulligan showed that the 
unusually sharp expansion of U.S. transfer pay-
ments—food stamps, unemployment insurance, 
Medicaid, and housing/mortgage assistance 
programs—from 2009 to 2011 raised the effec-
tive marginal income tax rate on poor persons 
by nearly 10 percentage points.3

The other adverse effect from expanded 
transfers involves the taxes to fund the pro-
grams. An increase in these taxes encourages 
the non-poor to work and invest less. Thus, larg-
er transfers have a two-sided adverse impact on 
economic activity.

One offsetting effect is that an evening of 
the income distribution may reduce the ten-
dency for social unrest. Specifically, transfers 
to the poor may reduce incentives to engage in 
criminal activity, including riots and revolu-
tions. Since social unrest reduces everyone’s 
incentives to work and invest, some amount of 
publicly organized income redistribution—nota-
bly a basic social safety net—may enhance over-
all economic activity. However, these kinds of 

“efficient” transfers do not require democracy, 
because even a dictator would be willing to pro-
vide transfers to the extent that the decrease in 
social unrest is worth the cost. Thus, the main 
point is that democracy tends to generate “exces-
sive” transfers from the standpoint of maximiz-
ing the economy’s total output.

Although democracy has its down side, one 
cannot conclude that autocracy provides ideal 
economic incentives. One problem with dicta-
tors is that they have the power and hence the 
inclination to steal the nation’s wealth. More 
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specifically, an autocrat may find it difficult to 
convince people that their property will not be 
confiscated once investments have been made. 
This convincing can sometimes be accomplished 
through reputation—that is, from a history of 
good behavior—but it also can be accomplished 
by relaxing the hold on power. Ways in which a 
dictator can constrain his own power include the 
writing of a constitution with designated rights, 
creating a legislature, allowing for elections with 
widespread participation, permitting the par-
ticipation of competing political parties, and so 
on. In this context, an expansion of democracy, 
viewed as a mechanism for checking the power 
of the central authority, may enhance property 
rights and thereby encourage economic activity.

Theoretical reasoning suggests that enhanced 
property rights and the rule of law will encourage 
economic activity. The overall effects of expand-
ed democracy, particularly in the sense of voting 
rights, are ambiguous. To sort out these relation-
ships, I now turn to empirical evidence, but the 
first thing to consider is the measurement of 
democracy, the rule of law, and related concepts.

measuRing democRacy
A number of researchers have provided quan-

titative measures of democracy, and Alex Inkeles 
found in an overview study a “high degree of 
agreement produced by the classification of 
nations as democratic or not, even when democ-
racy is measured in somewhat different ways by 
different analysts.”4 One of the most useful mea-
sures—because it is available for almost all coun-
tries annually on a consistent (and contemporary) 
basis since 1972—is the one initiated by Raymond 
Gastil and his followers at Freedom House.5

The Freedom House concept of political 
rights uses the following basic definition: “Politi-
cal rights are rights to participate meaningfully 
in the political process. In a democracy this 
means the right of all adults to vote and compete 
for public office, and for elected representatives 
to have a decisive vote on public policies.”6 In 
addition to the basic definition, the classification 
scheme rates countries somewhat impressionis-
tically as less democratic if minority parties have 
little influence on policy.

This political-rights variable was provided 
initially (and reported on www.freedomhouse.
org) in seven subjective categories, where group 
one is the highest level of rights and group seven 
is the lowest. This classification was made by 
Freedom House based on an array of published 
and unpublished information about each coun-
try. I converted the concept to a 0–1 scale, with 0 
representing the lowest rights (Freedom House 
category 7) and 1 the highest rights (Freedom 
House category 1)—effectively, full representa-
tive democracy.7

To fix ideas on the meaning of the 0–1 subjec-
tive scale, note that the United States and most 
other OECD8 countries in 2010 and other recent 
years received the value 1.0, thereby being desig-
nated as full representative democracies. Some 
other countries that received the rating 1.0 in 
2010 were Chile, Ghana, Israel, Mauritius, Tai-
wan, and Uruguay. Dictatorships that received 
the value 0.0 in 2010 included Belarus, Burma, 
China, Cuba, Libya, Saudi Arabia, Syria, Tunisia, 
and Vietnam. Places that were rated in 2010 at 
0.5—halfway along between dictatorship and 
democracy—included Guatemala, Honduras, 
Kenya, Malaysia, Nicaragua, Nigeria, and Paki-
stan. There is a lot of persistence in the ratings 
of individual countries over time, although there 
is also a lot of change over periods of 20 or more 
years.

An alternative measure of democracy that 
is frequently used for research in political sci-
ence and economics is the one compiled by Pol-
ity.9 I use the Polity indicator for democracy less 
autocracy, which is classified initially on a –10 
to +10 scale. To make the data comparable to the 
Freedom House indicator, I converted the Polity 
variable to a 0–1 scale, with 1 representing essen-
tially full representative democracy. In practice, 
the Polity indicator tells a story similar to that 
for Freedom House.

Chart 1 shows the time paths of the cross-
country averages of the two indicators of democ-
racy for 1960–2010. The number of countries 
covered is 138 for Freedom House since 1972 and 
132 for Polity since 1990, but the sample size is 
smaller in earlier years (as detailed in the note 
to the chart).
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The chart shows that the mean of the Free-
dom House democracy index began at 0.60 in 
1960 (based on the information from Kenneth A. 
Bollen10), fell to a low point of 0.38 in 1976, and 
has risen to 0.57–0.59 since 2000. Thus, there 
has been noticeable democratization since the 
mid 1970s, but the level has not quite reattained 
the value for 1960.

The main reason for the decline in the world 
average of the Freedom House political-rights 
measure after 1960 was the experience in Sub-

Saharan Africa. Many of these countries began 
with ostensibly democratic institutions when 
they became independent in the early 1960s, but 
most evolved into one-party dictatorships by the 
early 1970s. Since the mid-1970s, there has been 
significant democratization in Sub-Saharan 
Africa and elsewhere.

The chart shows that the mean of the Polity 
democracy index has a pattern similar to that 
for Freedom House, except that the Polity aver-
age began at a lower value (0.49 in 1960), and the 

0.36

0.40

0.44

0.48

0.52

0.56

0.60

0.64

0.68

0.72

1960 1965 1970 1975 1980 1985 1990 1995 2000 2005 2010

Note: The values shown are means for each year across countries of the Freedom House and Polity indicators of 
democracy, both converted to a 0-to–1 scale. The Freedom House average for its political-rights indicator is for 138 
countries since 1972, with 1981 data missing and therefore interpolated. The Freedom House variable is linked to the 
indicator from Kenneth A. Bollen, “Issues in the Comparative Measurement of Political Democracy,” American Sociological 
Review, Vol. 45 (June 1980), pp. 370–390, for 101 countries in 1960 and 110 in 1965. Data for other years between 1960 
and 1972 are missing and therefore interpolated. The Polity average for its measure of democracy less autocracy is for 132 
countries since 1990. Earlier years have smaller samples: for example, 125 countries in 1980, 115 in 1970, and 96 in 1960.

Source: Robert J. Barro, “Convergence and Modernization Revisited,” National Bureau of Economic Research Working 
Paper No. 18295, August 2012, http://www.nber.org/papers/w18295 (accessed October 31, 2012).
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recovery after the low point in 1977 (0.38) was 
sharper. The Polity average reached 0.65 in 1995 
and 0.70 in 2005 and has since remained roughly 
constant.

measuRing The Rule of law 
and law and oRdeR

Many analysts believe that maintenance of 
property rights and the rule of law are central for 
investment and other aspects of economic activ-
ity. The empirical challenge has been to measure 
these concepts in a reliable way across countries 
and over time. Probably the best indicators avail-
able come from international consulting firms 
that advise clients on the attractiveness of coun-
tries as places for investments.11 These investors 
are concerned about institutional matters such 
as the prevalence of law and order, the capacity 
of the legal system to enforce contracts, the effi-
ciency of the bureaucracy, the likelihood of gov-
ernment expropriation, and the extent of official 
corruption.

These kinds of factors have been assessed by a 
number of consulting companies, including Polit-
ical Risk Services in its International Country Risk 
Guide.12 This source is especially useful because it 
covers over 100 countries since the early 1980s. 
Although the data are subjective, they have the 
virtue of being prepared contemporaneously by 
local experts. Moreover, the willingness of cus-
tomers to pay substantial fees for this information 
is perhaps some testament to its validity.

Among the various indicators available, the 
index for overall maintenance of the rule of law—
now referred to as “law and order tradition”—
turns out to have the most explanatory power for 
economic growth. This index was measured in 
seven categories on a 0–6 scale, with 6 the most 
favorable. To make the index comparable with 
the ones discussed for democracy, the law-and-
order variable and Political Risk Services’ other 
measures of institutional quality were converted 
to a 0–1 scale, with 0 indicating the poorest sta-
tus and 1 the best.

To understand the scale, note that the United 
States and most other OECD countries had val-
ues in the top two categories (1.0 or 0.83) for the 
law-and-order indicator in recent years. How-

ever, only nine countries (Austria, Denmark, 
Finland, Ireland, Iceland, Luxembourg, Nether-
lands, Norway, and Sweden)—not including the 
United States—were in the top category in 2010. 
Countries outside the OECD that were rated 
in the second-best category in 2010 were Bru-
nei, Chile, Cyprus, Czech Republic, Hong Kong, 
Israel, Kuwait, Latvia, Malta, Morocco, Namib-
ia, Oman, Qatar, Saudi Arabia, Singapore, Syria, 
Tunisia, Taiwan, and Tanzania.

No country had a rating of 0.0 for the law-and-
order variable in 2010, but just above that cat-
egory were the Democratic Republic of Congo, 
Somalia, and Venezuela. Countries rated at 0.0 in 
earlier years included the Democratic Republic 
of Congo, Ethiopia, Guyana, Haiti, Serbia, Soma-
lia, and Sri Lanka.

Chart 2 shows the time paths of the cross-
country averages of the Political Risk Services’ 
indicators for law and order, official corruption, 
and quality of the bureaucracy for 1982–2010. 
The number of countries covered is 127 since 
1987, but the sample size is smaller in earlier 
years (as detailed in the note to the chart). The 
average of the law-and-order variable improved 
from 0.51 in 1982 to a peak of 0.73 in 1996 but 
then declined to 0.62 in 2010. Similarly, the cor-
ruption variable rose from 0.55 in 1982 to 0.60 
in 1994 but then fell to 0.41 in 2006 and 0.44 in 
2010. The bureaucratic quality variable rose 
from 0.50 in 1985 (its first year of availability) 
to 0.58 in 1997, then fell slightly to 0.54 in 2006 
and 0.55 in 2010. Thus, the high-water mark for 
all of these institutional quality variables was in 
the mid 1990s.

My analysis of economic growth focuses on 
the law-and-order indicator, which can also be 
interpreted as a measure of the rule of law. The 
other two indicators are positively correlated 
with the law-and-order indicator, with correla-
tions in terms of variations over time and across 
countries typically around 0.6–0.7. For explain-
ing economic growth, it turns out that once the 
law-and-order measure is held constant, the 
indicators for corruption and bureaucratic qual-
ity do not contribute much.

The last finding may reflect the two-sided 
nature of political corruption and bureaucratic 
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efficiency. In some circumstances, corruption 
may be preferable to honest enforcement of bad 
rules. For example, outcomes may be worse if a 
regulation that prohibits some useful economic 
activity is thoroughly enforced rather than cir-
cumvented through bribes. However, the econo-
my is hampered when few legitimate activities can 
be undertaken without bribes. Thus, the overall 
impact of more official corruption is ambiguous.

Similarly, enhanced bureaucratic efficiency 
has obvious advantages. However, if bureaucrats 

are carrying out activities in which they ought to 
be absent, the economy may suffer from more 
bureaucratic efficiency. Moreover, there may be a 
tendency for the bureaucracy to grow larger when 
it functions more smoothly. Thus, the predicted 
net effect of bureaucratic quality is also uncertain.

As an overall tendency, countries that are 
strong in terms of law and order (and also low 
corruption and high bureaucratic efficiency) 
tend to be strong in terms of the democracy indi-
cators from Freedom House and Polity. However, 

0.40

0.45

0.50

0.55

0.60

0.65

0.70

0.75

19851982 1990 1995 2000 2005 2010

Note: The values shown are means for each year across countries of the Political Risk Services International Country Risk 
Guide indicators of law and order (previously called rule of law), o�cial corruption, and quality of the bureaucracy. All 
indicators were converted to a 0–to–1 scale, with 0 indicating the poorest status and 1 the best. All of the indicators are 
means for 127 countries since 1987. The law-and-order variable has 126 countries for 1985–1986, 108 countries for 1984, 
and 88 countries for 1982–1983. The corruption variable has 126 countries for 1985–1986, 110 countries for 1984, and 87 
countries for 1982–1983. The bureaucratic quality variable has 125 countries for 1986 and 119 for 1985, and is unavailable 
prior to 1985.

Chart 2 heritage.org

Mean Value in Sample

World Averages for Indicators of Institutional Quality, 1982–2010

Law and Order

Quality of 
Bureaucracy

Corruption

Source: Robert J. Barro, “Convergence and Modernization Revisited,” National Bureau of Economic Research Working 
Paper No. 18295, August 2012, http://www.nber.org/papers/w18295 (accessed October 31, 2012).



 Chapter 3 47

the correlation between any of the institutional 
quality indicators and either of the democracy 
indicators is weaker than that within either of 
the two categories. For example, in 2010, the cor-
relation of the law-and-order indicator with the 
Freedom House democracy variable was only 0.3. 
Thus, there are many cases in which the law-and-
order indicator is high while the democracy vari-
able is low, and vice versa. These cross-country 
differences between law and order and democra-
cy make it possible to distinguish empirically the 
effects of these institutional/political variables 
on economic growth.

Cases for 1982 or 1985 in which the law-and-
order indicator was high in relation to the Free-
dom House political-rights variable (with a gap 
of 0.5 or more) included Burma, Chile, Hong 
Kong, Hungary, Poland, Singapore, and Taiwan. 
For 2010, countries with these large positive gaps 
between law and order and democracy included 
Burma, China, Ethiopia, Iran, Jordan, Russia, 
Saudi Arabia, Singapore, Syria, Tunisia, and 
Vietnam. These countries maintained reason-
ably good law and order but had relatively little 
democracy. In the typical case, the country was 
run by a dictator or dictatorial class that never-
theless promoted property rights and a reliable 
legal system. Historical prototypes of this kind of 
dictator were the Shah in Iran, Augusto Pinochet 
in Chile, Lee Kuan Yew in Singapore, and Hosni 
Mubarak in Egypt.

Countries in which the Freedom House 
democracy indicator was high in relation to 
the law-and-order variable (with a gap of 0.5 or 
more) in 1982 or 1985 included Bolivia, Colombia, 
Cyprus, Dominican Republic, Greece, Honduras, 
Israel, Jamaica, Peru, Sri Lanka, Trinidad, and 
Venezuela. In 2010, countries in this situation 
included Brazil, Ghana, Jamaica, Panama, El Sal-
vador, and Uruguay. Countries in this group main-
tained a lot of democracy but were relatively weak 
in terms of property rights and legal protections.

effecTs of law and oRdeR  
and democRacy on  
economic gRowTh

In the late 1990s, I developed an empirical 
framework for assessing the effects of various 

factors on the rate of growth of real per capita 
gross domestic product (GDP).13 The growth 
rate is determined from an equation: growth 
rate = F(y, y*). The variable y represents the 
starting position of the economy—specifically, 
the initial level of per capita GDP. The variable y* 
represents the long-run position toward which 
the economy is heading. This position depends 
on government policies and other factors. As an 
example, improved maintenance of property 
rights raises y*.

For given y*, the growth rate falls with y 
because of diminishing returns to the accumu-
lation of physical and human capital and to the 
assimilation of advanced technologies from 
leading countries. These forces tend to generate 
a convergence pattern whereby poor countries 
catch up to rich ones. For given y, the growth 
rate rises with y*. Therefore, improved policies, 
such as better maintenance of property rights, 
increase the growth rate for given y.

In a recent study,14 I reexamined the deter-
minants of economic growth in a sample of 80 
countries with GDP data from 1960 to 2009. Spe-
cifically, the analysis seeks to explain the average 
growth rate of real per capita GDP for each coun-
try over 10 five-year periods: 1960–1965 through 
2005–2009 (where the last period has only four 
years of data). In this study, the GDP figures are 
the ones reported by Penn World Tables on an 
internationally comparable basis.15 The sample 
includes countries at vastly different levels of 
economic development, and places are excluded 
only because of missing data.

Chart 3 shows a simple scatter diagram for 
the five-year growth rates against the levels of 
real per capita GDP at the start of each sub-peri-
od. That is, the growth rate from 1960 to 1965 is 
matched with the level for 1965, the growth rate 
from 1965 to 1970 is matched with the level for 
1965, and so on. Since each country is observed 
10 times (data permitting), there are roughly 800 
data points (actually 783) in this diagram.

A simple convergence hypothesis would 
predict an inverse relationship between the 
growth rate and the starting level of per capita 
GDP. However, as is clear from Chart 3, there is 
no such relationship in the broad cross-country 
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data. If the only thing one knows about a coun-
try is how rich it is at some point in time, then 
this information reveals basically nothing about 
how fast the country will grow over the next five 
years (or the next 10 years and so on). This lack of 

simple convergence implies that there has been 
no tendency for equalization of per capita GDP 
across this broad set of 80 countries since 1960.

From the standpoint of the framework laid 
out in the foregoing equation, the lack of simple 

Note: Data are for 80 countries. The horizontal axis has the log of per capita GDP in 1960, 1965, and so on through 2005. 
Values are expressed relative to the mean of this GDP variable in the full sample. The vertical axis shows the growth rate 
of per capita GDP for each country over the subsequent five years; that is, for 1960–1965, 1965–1970, and so on through 
2005–2009. These values are expressed relative to the mean of this growth-rate variable in the full sample.
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convergence can be explained by the role of the 
variables that underlie y*, which represents a 
country’s long-run target for per capita GDP. If a 
country is observed to be poor—that is, to have a 
low value of y—at some point in time, this condi-
tion likely reflects the presence of a low value of 
y* for a long time in the past. A country observed 
to be poor in 1960, for example, was likely main-
taining weak institutions and pursuing bad poli-
cies for a long time before 1960. Furthermore, a 
low value of y* tends to persist, partly because 
governments that have maintained weak institu-
tions and pursued bad policies in the past tend to 
continue this pattern. Therefore, although a low 
value of y predicts high growth for given y*, the 
tendency for a low value of y* to accompany a low 
value of y offsets the simple convergence effect. 
In the cross-country data since 1960, these two 
influences are nearly fully offsetting so that poor 
countries grow, on average, at roughly the same 
rate as rich ones.

Chart 4 recomputes the relationship between 
growth rates and starting levels of per capita 
GDP after holding constant an array of explana-
tory variables that have been found to influ-
ence the target position, y*. The variables16 are 
the indicator for law and order (or rule of law); 
the Freedom House indicator of political rights 
(democracy) and its square; starting levels of life 
expectancy at birth and the total fertility rate; 
starting levels of school attainment of females 
and males; ratios of investment and government 
consumption to GDP; a measure of international 
openness; variations in the terms of trade; and 
the inflation rate.

In contrast to Chart 3, Chart 4 reveals a clear 
and statistically significant inverse relation 
between the growth rate and the starting level of 
per capita GDP. The key reason for the difference 
is that Chart 4 holds constant an array of growth 
determinants aside from the starting level of per 
capita GDP; that is, it effectively holds fixed the 
long-run position, y*, shown in the foregoing 
growth-rate equation. Hence, the data exhibit a 
pattern of conditional convergence whereby the 
growth rate declines with y for given y*. This 
effect can be interpreted as diminishing returns 
to the accumulation of physical and human capi-

tal or to the absorption of superior technologies 
from leading countries. For given underlying 
policies and institutions and other variables, 
represented by the variable y*, the rate of eco-
nomic growth tends to decline as a country gets 
richer.

For present purposes, I want to highlight the 
role of the two political/institutional variables—
the indicators for law and order and democracy—
that were included among the determinants of 
the growth rate; that is, of the long-run position, 
y*. For the law-and-order indicator, the empiri-
cal relation with the rate of economic growth is 
in Chart 5. As in Chart 4, the association between 
the growth rate and the variable on the horizon-
tal axis—in this case, the law-and-order indica-
tor—is computed after holding constant the 
influences from a set of other explanatory vari-
ables (including now the initial level of per capita 
GDP).

The important implication of Chart 5 is that a 
higher value of the law-and-order indicator pre-
dicts a higher rate of economic growth. This rela-
tion is significant in a statistical sense. However, 
I am surprised that the explanatory power of the 
law-and-order variable is not even greater than 
it turns out to be. This outcome may reflect the 
imperfect measurement of institutional quality 
by the International Country Risk Guide.

The estimated effect of improved law and 
order on economic growth is substantial. Spe-
cifically, a rise by one category (among the seven 
used) in the indicator is estimated to raise the 
growth rate on impact (that is, over five years) 
by 0.3 percent per year, compared to the over-
all mean growth rate of 2.1 percent per year.17 
A change from the worst rule of law (0.0) to the 
best (1.0) would contribute 1.6 percent per year 
to the growth rate.

However, this kind of growth dividend from 
legal reform could arise only for cases, such as 
Haiti and Zaire in the past, that began as total 
institutional disasters. For countries that have 
already achieved well-functioning legal systems, 
such as the United States and most other OECD 
countries in recent years, the potential for this 
kind of growth enhancement through institu-
tional improvement is limited (although, given 
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Note: Data are for the 80 countries considered in Chart 4. The horizontal axis has the law-and-order indicator, with 
values observed from 1982 (the first date available for the variable given in the Political Risk Services International 
Country Risk Guide) to 2005. These values are expressed relative to the mean of this variable in the full sample. The 
vertical axis shows the growth rate of per capita GDP over the associated five-year intervals for each country for 
1960–1965, 1965–1970, and so on through 2005–2009. As in Chart 4, these growth rates were filtered for the growth 
rate predicted by 12 other explanatory variables (aside from the law-and-order indicator but including the lagged log of 
per capita GDP) as estimated in Robert J. Barro, “Convergence and Modernization Revisited,” National Bureau of 
Economic Research Working Paper No. 18295, August 2012, Table 1, column 3. The values shown in the graph are 
expressed relative to the mean of this filtered growth-rate variable in the full sample. The black line is the fitted 
relationship between the filtered growth rate and the law-and-order variable.
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Paper No. 18295, August 2012, http://www.nber.org/papers/w18295 (accessed October 31, 2012).
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its downgrading from the top to the second rank 
in 2003, the United States could move up one 
notch from its current ranking).

Chart 6 shows the relation between the growth 
rate and the extent of democracy as measured by 
the Freedom House political-rights index. The 
overall relation between economic growth and 
democracy is weak, as is clear from the fitted curve 
in the chart. In particular, there are examples of 
dictatorships (values of political rights near 0) 
with high and low rates of growth and similarly 
for democracies (values of political rights near 1).

There is some suggestion of a nonlinear rela-
tion—an inverted U-shape—in which growth 
rises initially with democracy, reaches a peak 
at a value for the political-rights index around 
0.5, and then declines subsequently with further 
rises in democracy. This relationship, shown 
by the fitted curve in the chart, is only margin-
ally significant in a statistical sense. One way to 
interpret this pattern is that in the worst dic-
tatorships, an increase in democracy tends to 
increase economic growth because the benefit 
from the limitations on governmental power is 
the key matter. In contrast, for places that have 
already attained a moderate amount of democ-
racy, a further increase in political rights impairs 
growth because the dominant effect comes from 
the intensified concern with social programs and 
income redistribution.

The main information from Chart 6 is that the 
overall relation between growth and democracy, 
measured by political rights, is weak. Therefore, 
the findings support neither the popular notion 
that democracy is necessary for growth nor the 
idea that dictatorship (in all its forms) is the 
route to prosperity.

deTeRminanTs of democRacy 
and The Rule of law

Thus far, the analysis has considered the 
impact of alternative institutional arrange-
ments—specifically, more or less law and order 
and democracy—on the economy, but nothing 
has yet been said about how the different insti-
tutional arrangements come about and, particu-
larly, how these arrangements are influenced by 
economic development.

According to the well-known “modernization 
hypothesis,” economic development spurs the 
introduction and maintenance of higher-quality 
institutions, including well-functioning repre-
sentative democracy.18 Specifically, the research 
of Seymour Lipset supported the idea that pros-
perity, measured particularly by per capita GDP 
and education, stimulates democracy.19 This idea 
is often called the Lipset hypothesis, although 
Lipset credits the basic notion to Aristotle:

From Aristotle down to the present, men 
have argued that only in a wealthy soci-
ety in which relatively few citizens lived 
in real poverty could a situation exist in 
which the mass of the population could 
intelligently participate in politics and 
could develop the self-restraint necessary 
to avoid succumbing to the appeals of irre-
sponsible demagogues.20

The fair thing seems to be to refer to this idea 
as the Aristotle–Lipset hypothesis.

From a theoretical perspective, Lipset empha-
sized increased education and an enlarged mid-
dle class as key elements, and he also stressed 
Tocqueville’s idea21 that private organizations 
and institutions are important as checks on cen-
tralized government power.22 Edward Glaeser, 
Giacomo Ponzetto, and Andrei Shleifer provide a 
rationale for the effect of education on democra-
cy through the channel of higher education moti-
vating greater participation in political and other 
social activities.23 In some theoretical models, an 
autocrat would voluntarily relinquish author-
ity—for example, by establishing a constitution, 
allowing power to a legislative body, expanding 
voting rights, and extending civil liberties—to 
deter revolutions and to encourage the private 
sector to invest (and thereby to expand the pie 
that the government can tax).

Previous empirical analyses using cross-
country data tend to confirm the Aristotle–
Lipset hypothesis. In particular, increases in 
various measures of the standard of living fore-
cast a gradual rise in democracy. In contrast, 
democracies that arise without prior economic 
development—sometimes because they are 
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imposed by former colonial powers—tend not 
to last.

My recent study used updated cross-country 
data to reevaluate the modernization hypoth-
esis.24 In this research, democracy was gauged 
by the Freedom House political-rights indica-
tor and the Polity measures of democracy and 
autocracy. The data covered over 100 countries 
observed since 1972 (for the Freedom House 
data) or 1960 (for the Polity data). The results 
strongly confirmed the Aristotle–Lipset idea 
that economic development, gauged by increas-
es in per capita GDP and years of school attain-
ment, predicted rises in the two measures of 
democracy. Within education, the greatest pre-
dictive power for democracy came from female 
schooling at the primary level.

The modernization hypothesis was also con-
firmed for the indicator of law and order using 
the data since 1982 from the International Coun-
try Risk Guide. Increases in per capita GDP and 
years of schooling had significant predictive 
power for the law-and-order indicator.

My recent study also examined the modern-
ization idea in the context of much longer-term 
data for 26 countries going back as far as 1870.25 
This work relied on recent compilations of long-
term data on GDP and schooling, along with the 
Polity measures of democracy and autocracy. 
This setting also confirmed the idea that advanc-
es in per capita GDP and years of education pre-
dicted expansions of democracy.

The empirical framework for explaining the 
indicators for democracy and law and order 
includes as an explanatory variable the five-year 
lag of the dependent variable. The estimated 
effects are positive (and statistically highly sig-
nificant) and thereby indicate substantial inertia 
in changing institutions in response to changes 
in per capita GDP and education. In practice, the 
changes in institutional quality (as measured 
and also in reality) are often discrete, with either 
no change or a substantial shift occurring in a 
particular year. If, for example, per capita GDP 
or education rises, then an increase in democ-
racy becomes more likely, and the probability of 
this increase occurring becomes greater as time 
passes.

Quantitatively, the results imply that, on 
average, about 20 percent of the full adjustment 
of democracy to a change in per capita GDP or 
schooling occurs over five years, and over 80 
percent occurs over 40 years. Thus, after 40 or 
more years, the level of democracy is determined 
nearly entirely by the economic and schooling 
variables—the kinds of influences stressed by 
Aristotle and Lipset—and very little by the coun-
try’s longer-term history of democracy.

Colonial heritage would be important for 
democracy and law and order if countries inherit 
a tendency for more or less institutional quality 
from their former rulers. For example, Lipset 
argued that British rule provided a crucial learn-
ing experience for subsequent democracy.26 It 
is true that former colonies are less likely than 
non-colonies to be democratic; the average of 
the Freedom House political-rights index from 
1972 to 2010 was 0.62 for 58 non-colonies and 
0.47 for 117 former colonies. Similarly, the aver-
age of the law-and-order indicator from the 
International Country Risk Guide from 1982 to 
2010 was 0.77 for 49 non-colonies and 0.53 for 
90 former colonies.

If one adds colonial status to the empirical 
framework discussed earlier, the result is that 
former colonies are significantly less democrat-
ic, even holding constant per capita GDP and 
education. These negative effects on democ-
racy show up most strongly for former colonies 
of France and a group of other countries (Aus-
tralia, Belgium, the Netherlands, New Zealand, 
and the United States); more weakly for for-
mer colonies of the United Kingdom; and not 
significantly for former colonies of Spain and 
Portugal. For the law-and-order indicator, the 
negative effect of former colonial status shows 
up primarily for former colonies of Spain, Por-
tugal, and the group of other countries and does 
not show up for former colonies of the United 
Kingdom and France. Thus, in terms of con-
nections with economic growth, being a former 
colony of the United Kingdom or France does 
not seem to have adverse implications, because 
law and order is not diminished, whereas being 
a former colony of other countries has negative 
implications.
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indicator from Freedom House. These data start in 1972 but were supplemented by information from Kenneth A. Bollen, 
“Issues in the Comparative Measurement of Political Democracy,” American Sociological Review, Vol. 45 (June 1980), pp. 
370–390 for 1960 and 1965. These values are expressed relative to the mean of this variable in the full sample. The 
vertical axis shows the growth rate of per capita GDP over the associated five-year intervals for each country for 
1960–1965, 1965–1970, and so on through 2005–2009. These growth rates were filtered for the growth rate predicted by 
11 other explanatory variables (aside from the democracy indicator and its square but including the lagged log of per 
capita GDP) as estimated in Robert J. Barro, “Convergence and Modernization Revisited,” National Bureau of Economic 
Research Working Paper No. 18295, August 2012, Table 1, column 3. The values shown in the graph are expressed relative 
to the mean of this filtered growth-rate variable in the full sample. The dark blue curve is the fitted quadratic relationship 
between the filtered growth rate and the political-rights variable.
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One important idea stressed by Friedman 
and others is that political and economic free-
doms are reinforcing.27 My interpretation of this 
idea is that greater law and order (or rule of law) 
should predict more democracy in the future 
and that, similarly, greater democracy should 
predict more law and order in the future.

An extension of my recent empirical analy-
sis fails to confirm a significant direct effect of 
the law-and-order indicator on the democracy 
measures. That is, given the current values for 
democracy, per capita GDP, and schooling, a 
higher level of the law-and-order indicator 
does not predict future increases in democra-
cy. An indirect connection, however, might be 
important. An expansion in law and order pro-
motes economic growth, as discussed before, 
and leads thereby to higher levels of per capita 
GDP over time. The levels of school attainment 
would probably also rise along with per capita 
GDP. Then the higher future values of per cap-
ita GDP and schooling would tend to expand 
future democracy. Through these channels, an 
improvement in law and order would lead to 
more democracy in the long run.

I also found from an extension of my recent 
empirical research that expansions of democ-
racy do not predict increases in the law-and-
order indicator. That is, given the current values 
of the law-and-order indicator, per capita GDP, 
and schooling, there is no separate predictive 
power from the current value of the democracy 
indicator. Since democracy has little connec-
tion with economic growth (as discussed before), 
there would also not be much indirect linkage 
between democracy and institutional quality 
working through changes in per capita GDP and 
schooling.

Putting the results together, my conclusion 
is that, given per capita GDP and schooling, 
the evolution of democracy and law and order 
are largely independent. That is why one finds 
numerous instances of substantial gaps between 
the two types of indicators of institutional qual-
ity. Nevertheless, there is also substantial per-
sistence in the two kinds of indicators over time 
and also substantial positive correlation of these 
indicators across countries and over time.

We can explain these patterns by noting that 
movements in per capita GDP and schooling 
tend to shift the two institutional measures—
democracy and law and order—in the same 
direction. Specifically, economic development 
tends to raise the levels of both indicators.

concluding obseRvaTions
The findings about institutional quality can 

be summarized by considering U.S. foreign pol-
icy toward developing countries. The U.S. focus 
for many years has been toward promoting 
democracy—notably free elections with multiple 
parties—in all times and places. For example:

•	 In 1994 when Haiti was run by a military 
dictator, Raoul Cedras, the United States 
intervened to restore the previously elected 
president, Jean-Bertrand Aristide, despite his 
doubtful credentials.

•	 When President Alberto Fujimori of Peru dis-
banded the legislature and assumed dictato-
rial powers in 1992, ostensibly in a temporary 
way to counter a terrorist threat and enact 
drastic economic and political reforms, the 
United States complained bitterly.

•	 When President Mobutu Sese Seko of Zaire 
was finally toppled by a revolution in 1997 after 
more than 30 years of mismanagement and 
corruption, the United States called immedi-
ately and unrealistically for the new leader, 
Laurent Kabila, to organize free elections.

•	 More recently, in Egypt, despite Hosni 
Mubarak’s credentials as a relatively benign 
dictator, the United States supported a revolu-
tion that, although carrying out a free election 
with reasonable speed, has an uncertain future 
with regard to Islamic extremism, tensions 
with Israel, and so on. Similar concerns about 
the Arab Spring and its associated expansion 
of democracy apply in Tunisia, Libya, and 
elsewhere.

Former U.S. Secretary of State Madeleine 
Albright was once asked whether it was some-
times necessary to sacrifice democracy in the 
short run in order to promote economic growth. 
She replied to the effect that there was no such 
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tradeoff because democracy was a prerequisite 
for economic growth. This response sounds 
pleasant but is simply false. The idea that democ-
racy is necessary for growth is just as false as 
the proposition that dictatorship is essential 
for poor countries to escape poverty. The more 
nearly correct statement is that the extent of 
democracy has little relation with subsequent 
economic performance.

For a country that starts with weak institu-
tions—little democracy and law and order—an 
increase in democracy is less important than an 
expansion of law and order, based on enhance-
ment of the rule of law, as a stimulus for econom-
ic growth. In addition, democracy does not seem 
to have a strong role in fostering law and order. 
Thus, one cannot argue that democracy is criti-
cal for growth because democracy is a prerequi-
site for law and order.

The problem with the United States recom-
mending democracy to a country such as Egypt 

or Libya is not that democracy would harm eco-
nomic performance, but rather that it would 
have little impact. If there is a limited amount 
of energy that can be used to accomplish insti-
tutional reforms, then it is much better spent 
in a poor country by attempting to implement 
the rule of law—or, more generally, property 
rights and free markets. These institutional 
features are the ones that matter most for eco-
nomic growth, and these features are not the 
same thing as democracy. Moreover, in the long 
run, the rule of law tends to generate sustain-
able democracy by first promoting economic 
development.

Thus, even if democracy is the principal 
objective in the long run, the best way to pro-
ceed is to encourage the rule of law in the 
short run. U.S. advice to poor countries should 
therefore focus more on the rule of law, prop-
erty rights, and free markets and less on the 
romance of democracy.
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