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Abstract

The objective of this study is to see how a country’s level of democracy impacts the relationship between financial development and income 
disparity. We argue that political regimes, supported by their degree of democracy, are important for various decentralization theories to 
predict the impact of financial development on income inequality. Our study tests this argument using Vietnam time series data for the 
period 2000–2020 through the ARDL model. The financial development variable is represented by five proxies, the income inequality 
variable is represented by the GINI coefficient and the role of democracy is represented by the Freedom House Index. Data serving for 
the study is taken from data sources with high reliability. The results of the study have strong evidence that (1) financial development has 
a positive impact on income inequality, (2) democratic government will reduce national income inequality. (3) And a higher degree of 
democracy tends to mitigate the positive impact of financial development on income inequality. Thus, our study contributes to the literature 
by providing a new look at the mixed results regarding the relationship between financial development and theoretical income inequality. 
Finally, the article provides policy implications for the Government of Vietnam.
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growth and developments (McKinnon, 1973; Shaw, 1973; 
Levine, 1997; Levine et al., 2000). Strong financial 
sector development may also create a major contribution 
to alleviating income disparity, according to several 
academics (Beck et al., 2007; Agnello &Sousa, 2012; 
Clarke et al., 2013; Hoi & Hoi, 2013; Nikoloski, 2013). It is 
therefore highlighted in the literature that a robust financial 
system is sure to encourage the desired level of investment 
and the development of economic growth. An active and 
highly established financial sector can offer people lower 
lending and easier access to financial services, helping to 
increase business operations, thereby creating employment 
possibilities and improving the wellbeing of society.

It is also considered that a stable and functioning 
financial system is an indication of the good macroeconomic 
performance of any economy. In fact, active and robust 
financial markets can play a crucial role in broadening 
trade and industry, thereby strengthening a country’s 
inclusive economy. Nevertheless, numerous studies 
suggest that limited financial markets can be a cause 
of income inequality and the lack of a financial sector 
creates income inequality by helping entrepreneurs and 
creditors by lowering the capital rent rate (Westley, 2001; 
Mookherjee & Ray, 2003; Hye & Islam, 2013; Hye, 2011). 
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1. Introduction

In recent years, there has been a heated debate on the 
effectiveness of financial sector development in advancing 
economic growth and reducing inequality, and particular 
attention has been paid to the issue of what role strong 
financial sector development plays in income inequality 
reduction. On the other side, desirable economic growth and 
development levels are always required to push an economy 
and thus improve the social welfare of the citizens.

Several empirical studies have nonetheless highlighted 
the essential importance of financing and the robust, 
well-effective financial system in promoting economic 
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It is not surprising that income inequality has been on the 
upsurge worldwide and it affects almost all the developed, 
emerging, and developing countries, whereas the social 
welfare of the people varies negatively with the country’s 
level of inequality. In addition, it has been argued that 
high inequality weakens economic power and promotes 
economic instability (Stiglitz, 2012). 

Gradstein et al. (2001) concluded that the impact of 
democracy on income inequality is negative. In addition, 
democracy can affect income inequality not only directly 
but also through the type of political system. In other words, 
democracy in a parliamentary system can have a different 
effect on inequality than democracy in a presidential system. 
Former democracy is closer to direct democracy and, by 
giving greater roles to political parties and the formation of 
coalition governments, it can stimulate redistributive policies 
of the kind that we often associate with voter behavior.

Thus, these different predictions about the relationship 
between financial development and income inequality are, 
at least in part, based on the specific political regimes that 
give rise to different types of government. We argue that, 
compared with non-democracies, democracies are more 
likely to support a benevolent government, meaning that 
financial development in democracies is more likely to 
improve, improve local accountability, leading to greater 
control of inequality. We test this hypothesis using a time 
series dataset for a developing country like Vietnam for the 
period 2000–2020. We find strong evidence that (1) overall, 
financial development is positively associated with income 
inequality, support as a tool to promote local income 
growth, thereby increasing income inequality, (2) Financial 
development in highly democratic countries tends to 
dampen the positive effects of financial development on 
income inequality due to the high degree of democracy. 
(3) A democratic government would lessen income 
disparity in the United States. As a result, we add to the 
literature by offering a comprehensive explanation of the 
seemingly contradictory perspectives on the relationship 
between financial development and income disparity. These 
results are robust on surrogate measures of key variables 
and surrogate specifications, e.g. sub, data frames, and 
estimation methods.

2. Literature Review

The theory of Kuznets inverted-U is known as the first 
survey to explore the link between economic growth and 
income inequality. Theory shows that economic growth 
would improve in the early stages with income disparity 
due to the huge number of low-income farmworkers who 
shift into the higher-income industry, but redistribution 
is unjust. When a large quantity of labor moves to urban 
regions, the average income increases until the highest in 
the inverted U pattern, producing the income difference 

between urban and rural areas. In the future, the general 
economy income disparity is reduced until substantial 
government intervention in implementing macro-policies. 
Poverty reduction in emerging nations will take longer in 
the early phases of economic expansion resulting in larger 
income inequalities (Kuznet, 1955). Only under specific 
conditions is the effective market available (Stiglitz, 2000). 
The contribution of the financial system to the economy 
has been discussed for many years and the widespread 
view in the literature is that it has a positive effect on the 
economy. Emphasizing the importance of the financial 
system, Levine (1997) showed the effect of the role of the 
sector on economic growth by encouraging entrepreneurs 
who use technology in a well-functioning banking system. 

In addition to the factors determining income inequality 
the relationship between financial evolution and income 
inequality has been received with much attention by 
academics, practitioners and in particular policymakers 
during the past decades (Agnello et al., 2012; Clarke et al., 
2006). Levine (1997) argued that financial markets in many 
ways contribute positively to economic growth. He stated 
that the financial system provides the tools to direct savings 
to investment, uses the fund transfer mechanism for this, and 
this contributes to economic growth. It eliminates the risk of 
liquidity by reducing the costs of obtaining and processing 
information, thereby arguing that it paves the way for 
technological innovations (McKinnon, 1973). Some research 
indicated that the financial growth has a favorable link with 
the income disparity. For example, in 138 developing and 
developed nations during the years 1960–2008, Jauch and 
Watzka (2016) studied the link between financial development 
and income disparities. Using GMM methods, the results 
showed that financial development had a substantial positive 
influence on income inequality, suggesting that the financial 
development had a negative effect on income inequality and 
that the hypothesis had to be reduced by a negative impact 
on income inequality. In addition, the empirical results of a 
sample, comprising several countries, verified the positive 
relationships between financial development and income 
disparity, since nations were categorized at four levels (e.g. 
high, upper-media, lower-middle, and low income). 

Greenwood and Jovanovic (1990) argued that there is a 
nonlinear, inverse-U-shaped relationship between financial 
development and income inequality. According to the 
hypothesis, the financial sector is not yet fully developed in the 
early stages of economic development and economic growth 
is slow. At this stage, the fact that financial intermediaries 
are low and costly causes the poor to not benefit from 
the financial system and only the wealthy evaluate the 
opportunities. Savers are high-income individuals. This 
will increase income inequality at the first stage. Financing 
savings in the next stage makes the economy strong, and 
with the realization of economic growth, the income of all 
individuals increases. Increased savings rates and financial 
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resources will reach all members of society as the financial 
system develops, leveling the income distribution and 
progressively closing the income gap. 

Another important hypothesis regarding the relationship 
between financial development and income inequality is the 
positive linear relationship hypothesis of Rajan and Zingales 
(2003). According to this hypothesis, even if the financial 
sector is developed, income inequality will not improve unless 
there are well-functioning institutions. In the absence of 
developed institutions, access to loans in the financial system 
will only be by the high-income segment, and financial sector 
development will favor rich groups. This will increase the 
difference between high and low-income groups. It can be said 
that this hypothesis is less supported throughout the literature. 
This hypothesis has been put forward based on financial 
market failures. Due to the injustice of access to credit, rich 
individuals can provide more opportunities by showing 
collateral and the poor cannot access these opportunities. This 
situation leads to an increase in income inequality. 

The reverse U-hypothesis and linear negative relationship 
hypotheses show that a well-developed financial sector 
helps to minimize income inequality and enhance economic 
growth (Hoi & Hoi, 2013; Nikoloski, 2013). 

As discussed previously, the relationship between 
financial development and income inequality is neither 
theoretically clear nor empirically clear, largely on the 
theoretical basis of Kuznet (1955). We argue that there is 
a need to focus more on the relevance of political regimes, 
as they strongly influence the workings of different theories 
and thus facilitate the relationship between economic 
development, financial development, and income inequality. 
In particular, the traditional theory of income inequality is 
the presence of a benevolent, responsive and responsible 
government to the preferences and needs of the local 
population and accordingly the classical theory. It seems that 
the aforementioned prediction of transmission theory would 
not hold if no democratic institutions existed. In particular, 
with a mature democracy, various supervisory mechanisms, 
such as elections and freedom of the press, can work well, 
which is essential for the survival of a human government 
for acting in the interests of the people.

Recent research results of Bao et al. (2021) showed that 
there exists a cointegration relationship between the stock 
market, credit market development, and economic growth. 
Empirical evidence from CCE model estimates indicates that 
there is a positive and significant long-run effect of stock 
market developments on steady-state GDP per capita levels. 
Therefore, financial development is a cause as well because 
of economic growth in Asian countries. 

Vietnam is a developing country with many interesting 
issues. There is income inequality between provinces. 
Provinces are encouraged to attract foreign investment for 
economic development, but they were concerned about 
corruption in the locality. Export value is forced back 

by investing capital in the host country in the process of 
exploiting low-cost labor, transferring technology and 
knowledge approaches (Hung et al., 2020a), preferential 
policies in trade liberalization agreements, as well as positive 
exchange rate policies of countries to trading partners.

A study by Hung et al. (2020b) on the simultaneous 
relationship between government quality, economic 
growth, and income inequality of Vietnam in the period 
2006 to 2017, showed that economic growth can improve 
the quality of government but increase income inequality 
across provinces. Hence, improving the quality of 
government will not only promote economic growth but 
also reduce income inequality among provinces. And the 
government needs to reform the institutions to achieve 
sustainable economic growth through transparency of the 
governance system, curbing corruption, giving people 
equal access to resources to improve living standards, and 
all these will promote economic development. 

In addition, to ensure competition among development 
finance resources as an effective mechanism to enhance local 
or sectoral accountability, transparent institutions must be in 
place to enable people and businesses to compare government 
quality and policies. Unfortunately, these freedoms are often 
restricted in many undemocratic or authoritarian countries. 
Therefore, the prediction of the traditional theory of fiscal 
federalism for larger government sizes is more likely to occur 
in countries with democratic institutions. We, therefore, 
hypothesize that a degree of democracy can facilitate the 
relationship between financial development and national 
income inequality. Thus, by exploring the role of democracy, 
we also offer an alternative explanation for the inconsistent 
results in empirical studies on the relationship between 
financial development and income inequality.

3. Methodology and Data 

The aim of this paper is to determine if the relationship 
between financial development and income inequality 
depends on the level of democracy within a country 
(Figure 1). The research question that will be answered 
is Does the level of democracy condition the relationship 
between financial development and income inequality? 

Based on the literature reviewed, our research expects 
that only democratic countries will be able to exploit the 
advantages of financial development to reduce income 
inequality within a country. Previous theoretical work has 
emphasized two types of mechanisms that can influence 
the relationship between financial development and 
income inequality: Mechanisms affecting competition by 
the authority in financial development and mechanisms 
that affect accountability. The study expects both types of 
mechanisms to be influenced by political regimes, and have 
different effects depending on the degree of democracy in 
the country.
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First, the accountability models for the financial 
development policies of decision-makers must meet the 
requirements of citizens who are able to receive information 
about government behavior. This is theoretically not the 
case in authoritarian countries. Countries with autocratic 
systems of government often do not respond to the demands 
of their citizens. Thus, citizens in authoritarian countries 
have little ability to punish government behavior they 
dislike. In particular, in countries where freedom of the 
press and freedom of speech are limited, as is the case 
with most authoritarian countries, citizens will have little 
chance of shaping their own behavior. Therefore, achieving 
any mechanism to prevent corruption, improve the quality 
of government and reduce income inequality is assumed 
by accountability models is not possible in authoritarian 
countries. And that is only possible in democracies where 
leaders respond quickly to voters and citizens can receive 
information about government behavior.

Second, regional models of competition for financial 
resources presume that citizens may compare and act on 
government behavior in different subnational jurisdictions. 
This requires conditions for information to be spread 
and citizens to be able to move freely within the country. 
These conditions are more likely to occur in a democratic 
country with a free press and free civil society than in 
a country where information flows are limited, as is the 
case in many dictatorship countries. It is also unlikely to 
achieve competitive access to the financial resources in an 
authoritarian state. Thus, achieving competition for access 
to financial resources is more likely to occur in democracies 
than in authoritarian countries.

In summary, it seems unlikely that authoritarian states 
will be able to exploit the potential positive effects of 
resources resulting from national financial development. 
This access in authoritarian states is likely to be weighed 
down by potential costs. The positive effects of financial 
development require the presence of formal institutions 
that provide citizens with information about government 
behavior and the capacity to act on given information. 
These institutions are pre-deposited in democracies, and 

thus accessibility can be non-transparent and democratic 
in that country. 

3.1. Data

The data used in the analysis was compiled from different 
sources that have been merged into an original and unique 
data set. That one is quarterly data series, starting from the 
first quarter of 2000 to the fourth quarter of 2020. Data of 
variables is described in detail in Table 1.

3.2. Model Specification

We investigate the effect of financial development on 
income inequality, with a particular focus on the role of 
democracy. To achieve this goal, we estimate the research 
model with the following general form:

GINIt = β0 + β1FDt + β2Demot + β3FDt × Demot + β4Xt + ut

Where: the dependent variable (GINIt) represents the 
Income Inequality in year t. FDt is the financial development 
indicator in year t. Demot is a lagged democracy index.  
FDt × Demot is the interaction term between the two 
variables, being a key variable. Based on the previous 
theoretical illustration, we expect to find a negative sign 
for coefficient β3, implying that with the increase in the 
democratic level of a country, financial development is 
more likely to result in low-income inequality. And Xt is 
the set of control variables including GDP, Inflation, and 
Govxize.

From the proposed model and the above research 
data, the study tested the stationarity of the series. 
The stationarity test results in Table 2 show that the series 
FD and Inflation are stationary at the original order I(0); 
while the variables Gini, GDP, Govsize are stationary at 
the order of difference, I(1).

Thus, the existence of mixed stationary series I(0) 
and I(1) is the basis for choosing ARDL (Autoregressive 
Distributed Lag) model.

Financial Development Income Inequality

Democracy

Control variable:
- GDP
- Inflation
- Govsize

Figure 1: Analytical Framework
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Table 1: Description of Variables, Sources and Descriptive Statistics (%)

Variables Source Definition Proxy Mean Std. 
Dev. Min Max

Gini SWIID Income inequality 
measurement

Post-tax, Post-transfer income 42.46 7.94 37.3 67.5

FD1 WDI Measurement of financial 
development

Domestic credit to the private 
sector–GDP ratio

46.27 37.38 3.93 178.23

FD2 WDI Domestic credit to the private 
sector by banks–GDP ratio

39.51 31.78 1.84 148.7

FD3 WDI Domestic credit to private sector 
by financial sector–GDP ratio

22.56 19,45 1.49 122.34

FD4 WDI Stock market capitalization as 
percentage of GDP

21.56 19,89 1.29 112.34

FD5 IMF New broad-based index of 
financial development

20.56 18,64 1.09 105.34

GDP WDI Economic growth The annual percentage growth 
rate of GDP per capita

6.59 1.28 3.14 9.26

Inflation WDI A measurement of the 
overall level of prices in 
the economy

Percentage change in the cost 
to the average consumer of 
acquiring a basket of goods and 
services

8.02 6.37 0.31 27.75

Govsize WDI General government final 
consumption expenditure 
as a share of GDP

The ratio of government final 
consumption expenditure–GDP 
ratio

39.15 12.17 5.88 87.70

Democracy Freedom 
House

Reflects the degree of 
civil liberties and political 
rights across countries.

By using the average of political 
rights and civil liberties provided 
by the Freedom House

8.4 2.76 2 19

Table 2: Augmented Dickey-Fuller (ADF) Test

ADF Z(t) p(*)

GINIt −1.67 0.76
GDPt −3.19 0.09
inflationt −5.37 0.00
Govsizet −3.28 0.07
FD1t −6.26 0.00
FD2t −5.78 0.00
FD3t −5.86 0.01;
FD4t −6.02 0.00
FD5t −6.17 0.00
Demot −5.12 0.00
FDt × Demot −4.57 0.00
∆GINIt −5.24 0.00
∆GDPt −9.34 0.00
∆Govsizet −6.86 0.00

FDt is represented by FD1, FD2, FD3, FD4, and FD5, respectively. 
Note: (*) MacKinnon approximate p-value.

The ARDL model is used to model the relationship 
between (economic) variables in a time series equation. The 
existence of a long-run or co-integrated relationship can 
be tested against the error-corrected form. A bound testing 
procedure can be used to draw conclusions about whether 
the order of integration of sequences is I(0) or I(1) (Pesaran 
et al., 2001).

The ARDL model (p, q) has the form of equation 1:

/
0

1 0
, 1, 0

p q

t i t i i t i t
i i

y c y x u p qφ β− −
= =

= + + + ≥ ≥∑ ∑  (1)

Here, yt is GINI. The explanatory variables Xt include 
the National growth rate of national income, GDP; 
Consumer price index, Inflation; Financial development 
Index, FD; Democracy Index, Demo; and Government 
Size, Govsize.

And the ARDL model can be re-parameterized as 
Error - Correction Model (ECM) as follows:

( ) /
0 1

1 0

p q

t t t yi t i xi t i t
i i

y c y x y x uα θ ψ ψ− − −
= =

∆ = − − + ∆ + ∆ +∑ ∑  (2)
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Which:

•  Speed-of-adjustment coefficient, 
1
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p
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i

α φ
=

= −∑

•  Long-term coefficient, 0
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i
i
β

θ
α

==
∑

From the long-run coefficients in equation (2), θ 
describe the equilibria of the independent variables on the 
dependent variable. In the presence of the co-integration 
relationship, they correspond to the negative co-integration 
coefficients after normalizing the coefficient of the 
dependent variable to units. The rate adjustment coefficient 
α measures how strongly the dependent variable responds 
to deviations from the equilibrium relationship in a period. 
In other words, it shows how quickly the ability to recover 
to the equilibrium position. The short-run coefficients ψxi, 
ψyi explain short-run fluctuations but not deviations from 
the long-run equilibrium.

At the 5% statistical significance level, the results of 
the bound test according to Pesaran et al. (2001) showed 
that there exists a co-integration relationship between time 
series (Table 3).

The validity of the Bound test is based on the 
assumptions of the normal distribution of the residuals, 
as well as the assumptions of uniform variance and no 
autocorrelation. Cameron & Trivedi’s test results show 
that the residuals have a normal distribution and uniform 
variance (Table 4); at the same time, Durbin’s alternative 
test (Table 5) also shows that the residuals have no minimal 
autocorrelation to lags 4.

From this result, it can be seen that the ARDL model 
estimation results are reliable enough to explain the 

long-term and short-term relationships between time 
series through ECM form. The detailed results are shown 
in Table 6.

4. Empirical Results

Table 6 presents the estimated results for the base 
model (I), in which Financial Development is measured 
through 5 representative variables, respectively: FD1, FD2, 
FD3, FD4, and FD5. All specifications are estimated using 
the same ARDL model. 

The coefficient of error correction is negative and 
statistically significant at the 1% level, once again confirming 
the existence of a cointegration relationship in the model. 
Besides, the adjusted value of 0.3276; 0.3166; 0.3167; 
0.3257 and 0.3216 indicates that the ability to recover to the 
equilibrium position after each year is at an average level.

In the long run, all variables representing early financial 
development have a positive effect on income inequality 
at the 1% level of statistical significance. It shows that 
financial development or the expansion of a financial 
sector is likely to be accompanied by an increase in income 
inequality. Once a certain level of financial development is 
achieved, income inequality is expected to decrease.

And the democratic variable has a negative impact on 
income inequality. This research result is consistent with 
Gradstein et al. (2001) argued that democracy has the 
strongest and most negative influence on a country’s level 
of income inequality. This implies that a country with a 
high degree of democracy will reduce income inequality. 
Interestingly, all the coefficients of the interaction variables 
(FDt × Demot) have a negative effect on income inequality 
in all models. 

As in the theoretical part, the impact of financial 
development on income inequality may depend on 
the political regime in which the decentralized system 
operates. In particular, the degree of democracy in a 
country can act as a direct and significant determinant of 
the impact of financial development on income inequality. 
We, therefore, consider the interplay between financial 
development and democracy. This interaction allows us to 
assess how the degree of democracy in a country affects 
the impact of financial development on income inequality. 

Table 3: Pesaran et al. (2001) Bounds Test

Test 
Statistics

10% 5% 1% p-value (*)

I(0) I(1) I(0) I(1) I(0) I(1) I(0) I(1)

F 2.34 3.33 2.78 3.88 3.79 5.11 0.01 0.03
Note: (*) Kripfganz and Schneider (2018) critical values and 
approximate p-values.

Table 4: Cameron & Trivedi’s Decomposition of IM-Test

Source χ2 df P

Heteroskedasticity 48.06 44 0.3119
Skewness 8.79 8 0.3604
Kurtosis 0.88 1 0.3482
Total 57.73 53 0.3049

Table 5: Durbin’s Alternative Test for Autocorrelation

lags(p) F df Prob > F

1 0.82 1.42 0.37

2 1.03 2.41 0.37

3 2.98 3.40 0.05

4 2.21 4.39 0.09
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As predicted, the coefficient estimate of the interaction 
term is significantly negative, implying that the positive 
impact of financial development on income inequality is 
diminishing as a country’s degree of democracy increases. 
This result is largely consistent with the previous theoretical 
demonstration of Muller (1988) that democracy can 
facilitate the relationship between financial development 
and income inequality in a country with a democratic 
institution.

According to previous research by Hung et al. (2020a), 
controlling corruption has an opposite effect on income 
inequality. They studied the simultaneous relationship 
between fiscal decentralization, corruption, and income 
inequality among Vietnamese provinces. Empirical evidence 
showed a strong simultaneous relationship: increased 
corruption will increase regional income disparities, income 
inequality, and increase fiscal decentralization. In a region 
of high public governance quality, fiscal decentralization 
positively affects its economic growth. This issue will 
indirectly increase income inequality between provinces 
within a country. A country’s fiscal decentralization strategy 
should be linked to improving corruption control and local 
governance effectiveness, indirectly improving income 
inequality between localities or regions. 

Regarding the control variables, in the long run, except 
for the variable GDP that has a positive impact on income 
inequality, the remaining two variables Govsize and 
Inflation have a negative impact on income inequality in 
the corresponding models. FD is (FD1, FD2, FD3, FD4, 
and FD5), respectively. All are statistically significant. 
Particularly, inflation was negatively related to income 
inequality, indicating that as inflation increases, income 
inequality decreases. Jauch and Watzka (2016) argued that 
debtors would benefit from high inflation due to a reduction 
in their debt obligation, as most contracts are written in 
nominal terms. That relationship was also found in the study 
of Park and Shin (2017). On the other hand, the government 
expenditure–GDP ratio was positively associated with 
income inequality. Jauch and Watzka (2016) stated that 
a large share of government expenditure in the economy 
operated by the elite through rent-seeking activities could 
widen inequality. 

In the short - run, the change in income equality inflation 
in previous years has an opposite effect on the current year’s 
change in inequality. And this result is consistent with the 
study of Younsi and Bechtini (2018) on the relationship 
between economic growth, financial development, and 
income inequality in BRICS Countries.

Table 6: Results of Long-Run and Short-Run Relationship Analysis

∆GINIt FD1 FD2 FD3 FD4 FD5

Adjustment GINIt−1 −0.3276*** −0.3166*** −0.3167*** −0.3257*** −0.3216***

Long-Run FD1 0.161***

FD2 0.153***

FD3 0.049***

FD4 0.050***

FD5 0.063***

Demot −0.807*** −0.873*** −0.622*** −0.528*** −0.512***

FDt × Demot −0.017*** −0.017*** −0.248*** −0.162*** −0.098***

GDPt 0.083** 0.015** 0.125*** 0.028** 0.089***

Inflationt −0.024* −0.002** −0.027*** −0.002** −0.025*

Govsizet −0.058*** −0.076*** −0.118*** −0.068*** −0.036***

Constant 6.167*** 3.921**** 4.369*** 6.678* 4.876**

Short-Run ∆GINIt−1 −0.309*** −0.306*** −0.307*** −0.308*** −0.311***

∆Inflationt 0.0025 0.012 0.105 0.042 0.000

∆Inflationt−1 0.530*** 0.035** 0.017** 0.020** 0.025*

Notes: Symbols ***, **, and * denote statistical significance of the coefficients at 1%, 5%, and 10% levels respectively.
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5. Conclusion

The impact of financial development on income 
inequality has been discussed extensively in the literature, 
but the consensus is limited either theoretically or 
empirically. To explain the mixed results in the literature, 
we investigate the extent to which the degree of 
democracy determines the effect of fiscal decentralization 
on government size. We hypothesize that financial 
development is more likely to lead to lower inequality in a 
country with a higher degree of democracy, where a more 
benevolent government and local officials are more likely 
to exist. localities are more likely to take responsibility 
for the needs of local people. In contrast, financial 
development is more likely to lead to higher income 
inequality in a country with a lower level of democracy, 
where Leviathan-type government is more likely to exist, 
and financial development tends to increase income 
inequality by promoting competition among regions that 
need access to financial resources. And our research has 
evidence of this relationship in the case of Vietnam in the 
period 2000 to 2020. A country is considered a country 
with a developing economy and changes in institutions.

The results are consistent both academically and policy-
wise. Academically, they contribute to a better understanding 
of the relationship between fiscal decentralization and 
government size in the literature. By focusing on the role 
of democracy, we highlight the specific conditions for the 
potentially contradictory predictions of different theories 
of decentralization. Therefore, by introducing the defining 
effect of the degree of democracy, our study is capable of 
explaining the mixed results in the empirical literature on the 
relationship between fiscal decentralization and government 
size. From a policy perspective, financial development has 
been advocated by many organizations, such as the World 
Bank, for different reasons. Our results suggest that financial 
development can be used to (i) address inefficient narrowing 
of income distribution inequalities in democratically limited 
countries where access to financial incentives is limited 
(ii) encourage regional competition with development 
finance policies, thereby limiting inefficient use of 
government financial resources that are not clearly disclosed 
and ensuring transparency. Thus, Vietnam is a country that 
is assessed as a country with a developing economy, and a 
democratic system that is gradually improving. Therefore, 
it is necessary to promote the goal of democracy while 
controlling financial development and at the same time 
narrowing the income inequality of the country.

The study is not without limitations. First, the empirical 
findings are limited to countries with developing economies 
such as Vietnam. Moreover, from an endogenous point of 
view, most of the country-level financial development 
variables are defined in a network of relationships. 

Future research that expands the sample of countries, adds 
macroeconomic factors, and controls for endogenous issues 
could make a valuable contribution to the field.
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