






































































Definition 4 A symmetric MPE of the model with sluggish economic institutions consists of a

pair of contribution levels for elite agents θ (N) and θ (D), such that θ (N) ∈ ΓN [θ (N) , θ (D)]
and θ (D) ∈ ΓD [θ (N) , θ (D)]. In addition, economic and political decisions τ (π) and s0 (π) are

such that τ (π = 0) = 0, s0 (π = 0) = N , τ (π = 1/2) = 1/2, s0 (π = 1/2) = N , τ (π = 1) = 1

and s0 (π = 1) = D, and factor prices are given by (8)-(11) and w̄ and (42) when τ = 1/2.

Given this definition of a symmetric MPE, the equilibrium condition for θ (N) is again the

same as before, i.e., equation (22), while with the same steps as in the previous section, the

equilibrium condition for θ (D) is given by:

φf (φMθ (D)− η)

µ
λ∆RL

M
+ β (V (N | θ (N) , θ (D))− V (D | θ (N) , θ (D)))

¶
= 1. (45)

Comparison of this condition to (22) immediately establishes that as long as λ < 1, i.e., as

long as democracy does put restrictions on economic institutions that the elite can impose, we

have p (D) < p (N).

As before, we impose an assumption to ensure an interior equilibrium:

Assumption 3”

min

½
φf (0)

∆RL

M
,φf (−η)

λ∆RL

M

¾
> 1.

Proposition 7 (Sluggish Economic Institutions and State Dependence) Consider the

modified model with sluggish economic institutions. Suppose that Assumptions 1, 2 and 3”

hold. Then any symmetric MPE leads to a Markov regime switching structure where the society

fluctuates between democracy and nondemocracy, with switching probabilities p (N) ∈ (0, 1)

and 1− p (D) ∈ (0, 1) where p (D) < p (N).

Proof. This result follows immediately from the comparison of (22) with (45), which

establishes p (D) < p (N).

To obtain a full solution to this model, we again need to solve (16) together with (43).

Using V (N) and V (D) to simplify notation, this implies

V (N)− V (D) =
θ (D)− θ (N) + p (N)∆RL/M − p (D)λ∆RL/M

1− β (p (N)− p (D))
. (46)

Now combining this with the equilibrium conditions, (22) with (45), we have conditions char-

acterizing the equilibrium similar to those in the previous subsection:

HN ≡ φf (φMθ (N))

µ
∆RL

M
+ β

θ (D)− θ (N) + p (N)∆RL/M − p (D)λ∆RL/M

1− β (p (N)− p (D))

¶
− 1 = 0,

(47)
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Proposition 9 (Captured Democracy) Consider the modified model with durable political

institutions. Suppose that Assumptions 1, 2’ and 3 hold. Then we have a Markov regime-

switching process with state dependence and 1 > p̂ (N) > p̂ (D) > 0. Moreover, democracy

is captured in the sense that 0 < p (N) < p (D) < 1, i.e., democracy will survive but choose

economic institutions in line with the elite’s interests with even a higher probability than does

nondemocracy.

Proof. The probability of labor repressive economic institutions under democracy is

p (D) = p (θ (D) , θ (D) | D) = F (φMθ (D)− η) ,

while it is

p (N) = p (θ (N) , θ (N) | N) = F (φMθ (N))

in nondemocracy. Suppose, to obtain a contradiction, that p (D) ≤ p (N). This is equivalent

to

φMθ (D)− η ≤ φMθ (N) . (58)

Since from Assumption 2’ f is decreasing everywhere, this implies

f (φMθ (D)− η) ≥ f (φMθ (N)) .

This equation combined with (56) and (57) implies that

f (φMθ (D)− η − ξ) ≤ f (φMθ (N) + ξ) .

Since from Assumption 2’ f is decreasing, this is equivalent to

φMθ (D)− η − ξ ≥ φMθ (N) + ξ,

which, given ξ > 0, contradicts (58), establishing that p (D) > p (N), i.e., that democracy is

captured.

But, by the same reasoning, p (D) > p (N) implies f (φMθ (D)− η − ξ) > f (φMθ (N) + ξ),

thus φMθ (D)−η−ξ < φMθ (N)+ξ. Since F is strictly monotonic, this implies p̂ (N) > p̂ (D),

establishing the Markov regime-switching structure.

The equilibrium in this proposition is the richest and perhaps the most interesting one we

have encountered so far. The equilibrium still takes a Markov regime-switching structure with

fluctuations between democracy and nondemocracy; but in democracy, there is no guarantee

that economic institutions will be those favored by the citizens. While in all the previous
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9 Appendix: Proofs of Propositions 2 and 3

Proof of Proposition 2: Let us first define

∆V i
¡
θ−i (N) , θ−i (D)

¢
≡ V i

¡
N | θ−i (N) , θ−i (D)

¢
− V i

¡
D | θ−i (N) , θ−i (D)

¢
.

From the recursive formulations in (29) and (30), for all i ∈ E we have the first-order necessary condi-

tions:

φf

Ã
φ

Ã P
j∈E,j 6=i

θj (N) + θi

!!µ
∆RL

M
+ β∆V i

¡
θ−i (N) , θ−i (D)

¢¶
≤ 1 and θi ≥ 0, (59)

φf

Ã
φ

Ã P
j∈E,j 6=i

θj (D) + θi − η

!!µ
∆RL

M
+ β∆V i

¡
θ−i (N) , θ−i (D)

¢¶
≤ 1 and θi ≥ 0, (60)

both holding with complementary slackness.

The proof proceeds in several steps. First, Assumption 3 implies that θi (N) = 0 and θi (D) = 0 for

all i ∈ E cannot be an equilibrium. Therefore there must exist some i0 ∈ E such that θi
0
(N) > 0 and

i00 ∈ E such that θi
00
(D) > 0.

Second, we claim that there must exist some i ∈ E for whom both (59) and (60) hold as equalities.

Suppose not. Then it must be the case that for i0 and i00 defined in the previous paragraph, we have,

respectively, (59) and (60) holding as equalities and (60) and (59) are slack. This implies

1 = φf

Ã
φ

Ã P
j∈E,j 6=i0

θj (N) + θi
0

!!µ
∆RL

M
+ β∆V i0

³
θ−i

0
(N) , θ−i

0
(D)

´¶

> φf

Ã
φ

Ã P
j∈E,j 6=i0

θj (D) + θi
0
− η

!!µ
∆RL

M
+ β∆V i0

³
θ−i

0
(N) , θ−i

0
(D)

´¶
or

f

Ã
φ

Ã P
j∈E,j 6=i0

θj (N) + θi
0

!!
= f

Ã
φ

ÃP
j∈E

θj (N)

!!

> f

Ã
φ

ÃP
j∈E

θj (D)− η

!!
= f

Ã
φ

Ã P
j∈E,j 6=i0

θj (D) + θi
0
− η

!!
.

Similarly for i00,

f

Ã
φ

Ã P
j∈E,j 6=i00

θj (N) + θi
00

!!
= f

Ã
φ

ÃP
j∈E

θj (N)

!!

< f

Ã
φ

ÃP
j∈E

θj (D)− η

!!
= f

Ã
φ

Ã P
j∈E,j 6=i00

θj (D) + θi
00

− η

!!
,

yielding a contradiction with the previous inequality.

Third, the fact that there exists some i ∈ E for whom both (59) and (60) hold as equalities implies

that

f

Ã
φ

ÃP
j∈E

θj (N)

!!
= f

Ã
φ

ÃP
j∈E

θj (D)− η

!!
.
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