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1. Introduction

Political and economic transformations since 1989 have led to a wide variety of outcomes in postcommunist states
in Eastern Europe and Eurasia. Several countries have established and consolidated democratic governments and
market economies. However, other postcommunist states have yet to achieve these gains - in part because their
moves toward new forms of authoritarian government have undermined commitments to the rule of law. The
inability to commit to the rule of law is a chief concern, because scholars argue the rule of law facilitates investment,
economic growth and political development (North and Weingast 1989; De Soto 2003; Diamond 1999; Haggard et
al. 2008; Haggard and Tiede 2011; Holland and Pain 1998; Benecek et al. 2000). Specifically, investment flourishes
when the state respects property rights, enforces contracts, and provides equal protection for investors under the law
(Barro and Gordon 1983; North and Weingast 1989; Mauro 1995; Stasavage 2002; Frye 2002). For example,
economists emphasise the ways governments’ credible commitments to policy regimes convince investors of the
sanctity of property rights, contract enforcement, and equitable treatment under the law.! However, investors will
not commit their capital to a country’s markets unless the state guarantees property rights and enforces contracts;
two difficult tasks when states have violated such guarantees in the past (Haber et al. 2003; Hoff and Stiglitz 2004;
North and Weingast 1989). The important and elusive nature of credibility raises a critical question: what generates
credible commitment to the rule of law?

The rule of law is a contested concept, with some arguing the concept has become so diffuse as to be rendered
meaningless (Weingast 1997; Tamanaha 2004; Munck 2009). | use the World Bank’s definition of the rule of law,
which captures “perceptions of the extent to which agents have confidence in and abide by the rules of society, and
in particular the quality of contract enforcement, property rights, the police, and the courts, as well as the likelihood
of crime and violence.” I add policy credibility to this foundation to complete my working definition: the rule of law
exists when observers are confident legislation will be implemented and enforced in line with the constitution.

Considerable scholarship ties the rule of law to political and economic development, but we lack knowledge of how
the rule of law emerges in the first place.? Theoretical frameworks on the rule of law are plentiful, but there are
relatively few empirical tests of these arguments over time and across space.® | fill gaps in theoretical and empirical
knowledge on the connections between political institutions, political practice, and credible commitment by
identifying the determinants of perceptions of the rule of law in postcommunist states. The measure | use is
perceptual, but perceptions are highly relevant: investors’, country-experts’, and risk-analysts’ perceptions inform
decisions to invest in one country relative to another. Investors’ perceptions might also stem from broad, visible
political and economic trends, because information on how institutions channel political interests can be difficult to
come by because legal rules and institutions are often complex and opaque. Furthermore, the total number of
politicians in positions of power over investors across an entire country is high. As a result, it may be difficult for

! See North and Weingast 1989, De Soto 2003, Keefer and Stasavage 2003, Glaeser et al. 2004, and many others
such as Coase 1960, and Demsetz 1967.

2 Charron (2009), Acemoglu et al. (2001), Woodberry (2012), and Nunn (2008) represent a few exceptions.

3 Weingast (1997), Maravall and Przeworski (2003), and O’Donnell (2001, 2004) provide strong theoretical
foundations for the rule of law. Chavez (2004), Miller and Perito (2004), Perito (2003) and Peerenboom (2002)
detail efforts to promote the rule of law in individual countries, but cross-national scholarship using comparable data
on the rule of law is relatively uncommon.
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even highly informed investors to build expectations surrounding property rights and contract enforcement based on
analyses at the level of the firm. It is therefore tempting and perhaps instructive for investors to use different proxies
to assess government credibility based on broad political and economic trends. For instance, | argue institutional
checks and balances occupied by opposition politicians with incentives to exercise those checks and balances raises
the costs of policy shifts and thus the credibility of a government’s policy commitment. Checks and balances will
not function unless there is some reason to trigger them - a reason politicians from the same party are less likely to
have than would opposing, ideologically-distinct veto players in government.

The distinction between political institutions’ form and their function is already present in the theoretical literature
on commitment to the rule of law (North and Weingast 1989; Diamond 1996; Weingast 1997; Maravall and
Przeworski 2003; Keefer and Stasavage 2003; Andrews and Montinola 2004; O’Donnell 2004; Haggard et al. 2008;
Haggard and Tiede 2011). I take the next step in this logical chain and evaluate whether investors’ perceptions do
indeed shift based on the immediate political risk analysis that might accompany institutional reforms and/or new
configurations of elected officials. I first test my argument against panel data for 24 Eastern European and Eurasian
countries from 1996-2012.% | then address potential connections between constrained government and investment
behaviour by modelling foreign direct investment (FDI) in postcommunist states.

I limit my dataset to postcommunist states in Eastern Europe and Eurasia for two reasons. First, some Eastern
European countries experienced democratic transitions beginning in 1989. Economic transitions to market
economies accompanied these political transitions, and spurred investment and growth in these states (Aslund 2012;
Roland 2000). However, there is considerable variation in the level of democratic consolidation, commitment to the
rule of law, and economic prosperity over time within countries and across space between countries (Frye 2010;
Murphy et al. 1992; Piana 2013). Some postcommunist states in Eastern Europe have achieved high levels of
democratic consolidation (e.g. the Baltic states), whereas none of the Eurasian states have experienced similar gains.
In between these extremes, the decade from 2003 to 2013 featured backsliding toward authoritarianism in several
regionally important, large countries such as Hungary, the Czech Republic, and Russia (Mdller 2014; Alina-Pisano
2007; Hoff and Stiglitz 2004; Zakaria 2007). Many blame the postcommunist states” economic and political growing
pains on the order of reforms. Eastern European countries attempted to reform politically as they reformed
economically, whereas China, South Korea, and other East and Southeast Asian countries transitioned toward a
market economy before considering political liberalisation (Elster 1993; Kitschelt 2013; Wade 1990; Touchton
2014). Variation in postcommunist constraints on government and the rule of law allows for an assessment of
whether democratic politics - illiberal or otherwise - could be partially to blame for slow economic growth and
political backsliding toward authoritarianism. Second, consistent data is available for postcommunist states covering
all countries for all years in my study - such widespread data availability is less common for other regions and offers
one more advantage for studying the relationship between political constraints and the rule of law in Eastern Europe
and Eurasia.

My analysis suggests increased checks on political authority have a strong, positive, statistically significant
relationship with perceptions of the rule of law. | argue politicians are more likely to exercise institutional checks
and balances to defend the rule of law when they are not members of the executive’s or legislative majority’s party.
Rather than only prevent needed reforms that improve governance and attract investment, | demonstrate that the
benefits of legislative-executive polarisation for perceptions of the rule of law are overlooked. Rule of law
perceptions improve as the institutional and political constraints on authority grow. These results are robust to the
inclusion of many control variables that might also inform rule of law ratings, such as the strength of political rights
in a country, its economic productivity, and the ideological orientation of its government. These results also
highlight the gap between previous arguments surrounding the negative aspects of political polarisation such as
those in Frye (2002; 2010) 5 and Ceka (2012) for Eastern Europe or Linz (1994) and Ames (2009) for Latin America
and scholarship on policy credibility: a paralysed legislative process may prevent needed reforms, but constrained
authority may also generate credible commitments to existing policies. Of course, studies on political polarisation

4 The countries in my study are as follows: Albania, Armenia, Azerbaijan, Belarus, Bosnia-Herzegovina, Bulgaria,
Croatia, Czech Republic, Estonia, Georgia, Hungary, Latvia, Lithuania, Macedonia, Moldova, Montenegro, Poland,
Romania, Russia, Serbia, Slovakia, Slovenia, Turkey, and Ukraine.

5 Frye (2010) provides evidence political polarisation harms countries’ ability to make reforms that would spur
investment. However, his models use different independent and dependent variables than mine and cover data from
1990-2004, instead of 1996-2012.
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use the term in a negative context, whereas constrained or limited government is frequently lauded. In this article, |
demonstrate how institutional vetoes and an incentivized opposition with veto power benefits rule of law perceptions
and attracts investment. | also provide evidence for the important role the EU accession process plays for external
validation of policy reforms, improving rule of law perceptions, and attracting investment. This provides new
insights on the relationship between checks and balances, policy credibility, and investment in postcommunist states
and potentially, around the world.

2. How Politicians’ Incentives Make or Break Credibility

Explanations of commitments to the rule of law often focus on how institutional constraints enforce political
promises (Kunicova and Rose-Ackerman 2004; Persson and Tabellini 2003; Lijphart 1999). However, institutional
structures do not make policy. Instead, politicians sit at the levers of representative institutions and channel partisan,
constituent and their individual interests through their offices. Purely institutional arguments neglect this important
element of democratic politics: the political preferences of elected officials within these institutions and the
incentives driving their behaviour. Institutional explanations only describe one part of the story surrounding
credibility: the incentives structuring politicians’ behaviour in theory. In contrast, understanding the incentives
driving politicians’ behaviour in practice is crucial to understanding credible commitment the rule of law.

Credibility requires more than constitutional separation of powers or institutional checks and balances in
postcommunist states, because so many institutions in Eastern Europe and Eurasia do not function as advertised.
Rather than invest naively in countries where expropriation or confiscatory taxation is likely, investors would prefer
to wait for evidence of institutional checks and balances protecting their legal rights before investing. This evidence
takes time to accumulate in young democracies and may not exist at all in some countries in the region. My
argument here is two-fold: First, the presence of an ideologically motivated opposition among elected officials
provides opposition politicians with a motive to thwart the majority party’s policies by exercising institutional
opportunities, as in Tsebelis (1995, 2002). In many cases those institutional opportunities may not exist.
Nevertheless, my argument is that the rule of law is most protected in states where institutional veto points are
coupled with politicians from ideologically-distinct opposition parties who occupy the institutional veto points.
Politicians who do not agree with one another then have greater incentives to undermine one another’s policies than
would politicians from parties in ideological alignment, because they are in competition with one another and are
less likely to work closely together in the future. These politicians also have greater incentives to expose one
another’s corrupt activities and to publicly challenge one another, as in Brown et al. (2011). The result is credible
commitment to the rule of law, a key ingredient for investment in many analyses (North 1989; North and Weingast
1989; Henisz 2000, 2002; Henisz and Zelner 2007; Keefer 2004; Hicken et al. 2005; Keefer and Stasavage 2003;
Andrews and Montinola 2004).

Second, | argue investors, risk analysts, and country experts use the presence of ideologically motivated opposition
politicians among elected officials as an indicator of the rule of law. These observers may not have information on
how particular firms or individuals fared in property disputes with the government. Similarly, these observers may
have difficulty estimating the probability of a given contract being upheld. However, the partisan composition of the
legislature relative to the executive is readily apparent to those outside the country. Firms and investors may
therefore use a relatively easy shortcut to assess whether the government could arbitrarily pass new policies that
would violate investors’ rights. This is not to say all states with an opposition presence among elected officials make
credible policies, protect investors’ rights, and attract investment. Instead, my claim is only that the likelihood of
passing credible policies increases as the costs of deviating from those policies increases, as in Madison (in
Federalist #51, [1788] 1961), Douglass North (1981, 1990), and Barry Weingast (1989). An ideologically-motivated
opposition presence increases the costs of policy shifts and thus increases the likelihood of credible commitment to
the rule of law, all else equal.

Ideologically similar parties may still block one another’s policies. | only assert that the likelihood of parties
opposing one another increases as the distance between these parties’ ideological and policy preferences grows. For
instance, Estonia’s four largest political parties fall on the political Left (Social Democratic Party), Centre (Estonian
Centre Party), and Right (Estonian Reform Party, Union of Pro Patria and Res Publica). The Centrist Estonian
Centre Party and either party on the Right may very well block one another’s initiatives as members of a governing
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coalition in parliament, but | would expect this to occur less often than for either Right-leaning party and the Left-
wing Social Democratic Party if they were members of the same coalition government or had the potential strength
to form a rival coalition.

The Rule of Law in Postcommunist States

Previous research finds credible commitments arise from political institutions and constitutional rules that limit
arbitrary power, bring accountability to government, and constrain politicians’ behaviour in wealthy democracies
(North and Weingast 1989; Tsebelis 2002; Weingast 1997; Barro and Gordon 1983). Yet, broad institutional
elements identified in the literature as relevant for economic development are unsatisfactory explanations for the
wide variation in perceptions of the rule of law in postcommunist states (Hoff and Stiglitz 2004). This is because
many postcommunist states have had only mixed success after adopting political institutions modelled on those
found in wealthy democracies (Hoff and Stiglitz 2004; Zakaria 2007; Kitschelt 2003). Constitutional separation of
powers and checks and balances serve their intended purpose in Persson and Tabellini (2003). However,
constitutions that are quite similar to those of liberal democracies do not necessarily check or balance power in
Eastern Europe or Eurasia. Furthermore, legal origins that are similar to one another within the region, as described
in La Porta et al. (2008) and Djankov et al. (2002), do not necessarily explain divergent outcomes between
neighbouring countries. For example, many postcommunist countries place institutional constraints on authority by
separating power between presidential heads of state and parliamentary heads of government. Yet many
postcommunist institutions that separate power or create checks and balances on paper do not function as intended in
practice because the rule of law is absent.® Instead, “illiberal” democracies that have developed in Eastern Europe
and Eurasia follow liberal institutional form, but not their function (Zakaria 2007). Consequently, these countries
violate investors’ rights and back away from their promises so as to make incredible any commitments to the rule of
law.

Hungary’s recent history provides an example of how a state with a relatively liberal constitutional order can
function illiberally. Prime Minister Viktor Orban and his party, Fidesz, have dominated Hungarian politics since
2010 and rolled back constitutional checks and balances at regular intervals (Muller 2014; Dolenec 2013; Bayer
2013). This has occurred within Hungary’s constitutional boundaries because Fidesz MPs and their partner at the
ballot box, the Christian Democratic People’s Party, have maintained the two-thirds majority in Parliament
necessary to pass constitutional reforms. In turn, Fidesz MPs promote these reforms to maintain their position in the
majority and to seek personal power because political advancement depended on pleasing Orban and other Fidesz
leaders. Prime Minister Orban’s promises to refrain from violations of investors’ rights are thus not credible because
few other elected officials in positions of veto-authority have incentives to constrain him. However, suppose we
were to replace some members of Orban’s Fidesz majority with members of Orban’s main political opposition, the
left-leaning Unity Coalition, in government. This would create a new coalition arrangement that might be more
likely to block Orban’s illiberal policies because of the Unity politicians’ opposing policy preferences. Investors
might then consider it more likely that the checks and balances already present in Hungarian institutions would
function as intended, because this new broad coalition would have incentives to moderate Prime Minister Orban’s
policies. For instance, politicians from the Unity Coalition would back up their distinct policy preferences with a
credible threat to seek a vote of no confidence and potentially defeat Fidesz in elections. As a result, the Hungarian
commitment to the rule of law would become relatively more credible than under circumstances where one party
dominates the country’s politics or where similar parties maintain a parliamentary majority.

It is entirely possible political constraints act as a double-edged sword in producing policy credibility. For example,
the inability to deviate from existing, credible policy could create legislative deadlock and disillusionment with the
political process (Ceka 2013). Here it is instructive to move beyond Eastern Europe and Eurasia to Latin America,
where scholars blame deadlock for military coups, economic stagnation, and unconsolidated democracy (Cheibub
2002; Linz 1994; Ames 2009). Postcommunist democracies with semi-presidential systems in Eastern Europe and
Eurasia may be even more prone to deadlock between the executive and the legislature than in unitary Western
European systems (Weyland 1999). Additionally, Frye (2010) emphasises political polarisation’s role in preventing
reforms and undermining investment in Eastern Europe. This literature thus presents evidence for a negative role for
constraints on authority in new democracies around the world. However, my interest in exploring political

6 Of course, there are also large, visible historical differences in the level of institutional performance in Eastern
Europe and Eurasia - dating to before the Communist era in many countries - as discussed in Pop-Eleches (2007).
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constraints is somewhat different from these earlier studies: my dependent variable is a perceptual index of the rule
of law, not the prospect of reforms to achieve the rule of law. This distinction is important: the institutional and
political factors thought to increase the risk of deadlock by constraining elected officials and undermining
cooperation might also generate benefits in other areas, such as commitment to property rights and contract
enforcement, provided the government has already implemented legislation guaranteeing these rights. By the same
token, constrained government could potentially preclude such commitments- a possibility I only test indirectly
through analysis of rule of law perceptions.

External Credibility

Internal institutional and political constraints are theoretically important for the rule of law, but only represent two
of several options for generating credibility. A third option lies beyond a country’s borders, where international
organisations can serve to constrain governments. In particular, considerable scholarship demonstrates the role the
EU accession process plays in institutional and economic reforms in postcommunist states (Gray 2009; Plimper et
al. 2005; Svejnar 2002; Bevan and Estrin 2000; Claessens, Oks, and Polastri 1998; and Kaminski 2001). Gray
(2009) identifies the accession process as a determinant of bond purchases in the region, with the risk premium
associated with sovereign debt falling as EU negotiations progress toward full membership. In this sense, the risk of
expropriation may still be high in the post-Soviet states in the dataset, but the leaders of countries on the path to EU
accession would not risk jeopardising their chances for EU membership by expropriating property. In a broader
sense, governments seeking investment make not only a strict commitment to property rights, but also to a
transparent legal and business climate - an area the economic chapters of the EU accession negotiations emphasise.

Countries often undertake policy reforms designed to improve domestic economic governance and the rule of law
well in advance of accession negotiations with the EU (Gray 2009). However, these reforms may not be sustainable
and therefore credible on their own. Instead, closing each chapter of negotiations acts as an external confirmation of
the country’s suitability to join the EU - and of decreased future political risk associated with its debts, private
property, and general business climate (Tomz 2012; Gray and Hicks 2014). Preparing to join the EU and other
international organisations can thus allow governments to make commitments to a favourable legal and business
environment by making reforms to satisfy external arbiters with more established credibility. These commitments
can influence markets at several different stages of the accession process, but market expectations of eventual EU
membership may be built into investor risk premiums in early negotiations as different acquis chapters close. |
therefore include this important indicator of political risk in postcommunist states in my models of investment flows.
| describe the other variables | capture and the methodology | use to estimate a model of the rule of law in
postcommunist states in the section below.

3. Variables and Methodology

I use an indicator from the World Bank’s Governance Matters database to model the rule of law in postcommunist
states (2012). This aggregate indicator reflects investors, risk-analysts, and country experts’ accounts of the
protection of property rights, enforcement of contracts, equality under the law, the judicial system, and crime around
the world.” The Worldwide Governance Indicator (WGI) then generates a rule of law variable composed of a
weighted average including property rights, contract enforcement, equitable treatment under the law, and street
crime. The measure covers an average of 183 countries at two-year intervals between 1996 and 2002, and then
annually through 2014.8 Rule of law scores range from -2.31 (no rule of law) to +2.36 (full rule of law) and are
scaled to a zero mean and constant standard deviation among each year’s data.® The mean scores for countries in my
dataset are -0.48. Estonia has the highest mean score in the region, at 1.04, while Tajikistan has the lowest at -1.31.
There are 330 total country-year observations among Eastern European and Eurasian countries in the dataset for this
article.

" This material comes from polls such as the Afrobarometer, Freedom House, Gallup International, US State Dept.,
etc. (Kaufmann, Kraay and Zoido-Lobat6n (1999) and Kaufmann, Kraay and Mastruzzi (2012).

8The data for the missing years is extrapolated from the existing data for 1997, 1999, and 2001.

9 Kaufmann, Kraay and Mastruzzi (2007), and Kurtz and Shrank (2007) include a thorough discussion of the
criticism surrounding the World Governance Indicators.



This is an author-produced, peer-reviewed version of this article. The final, definitive version of this document can be found online at East
European Politics, published by Routledge. Copyright restrictions may apply. doi: 10.1080/21599165.2015.1088435

Independent Variables: Checks on Authority

My principal independent variable is Beck et al.’s (2001) Checks variable, with coverage from 1990 to 2013. This
index first records the number of institutional veto players in each country’s political system. Then the measure is
adjusted for whether these institutions are occupied by independent veto players as determined based on each veto
player’s partisan affiliation, the level of electoral competition in the political system, and the country’s electoral
rules. Beck et al. evaluate their coding relative to Roubini and Sachs’ Legislative Index of Electoral Competitiveness
for each country. If a country’s score is less than four on the index, the “checks” measure is scored “1” reflecting
few effective constraints on authority because elections are uncompetitive - regardless of the formal constitutional
checks present in the political system. For states with competitive elections, Beck et al. increase the checks variable
beyond one by the number of veto players in the system. Thus, the measure incorporates both de jure veto points
from a state’s constitution and de facto constraints based on the political context in creating the measure. The final
measure is coded on an annual basis for each state in my dataset, with a mean score of 4.33 and a standard deviation
of 2.14. The maximum number of checks is 10, which Slovenia has in 2012, while Albania, Azerbaijan, and Belarus
are tied for the lowest number of checks on authority, with scores of “1” for some portions of the study and the
lowest overall mean scores.

Democracy

Competition in democracies creates incentives for politicians to hold one another accountable, and many
postcommunist countries transitioned to democracy relatively recently, following the end of the Cold War. Other
countries in the dataset experienced a partial transition, while some never transitioned to democracy at all. Assessing
the extent to which rule of law perceptions in postcommunist states are tied to democracy as an overarching concept
thus provides an opportunity to evaluate the relationship between democracy and the rule of law in countries where
democracy is new and only recently consolidated.

Illiberal and authoritarian governments will likely decrease rule of law perceptions. Yet, this assumption is worth
examining in greater detail because high economic growth rates under authoritarian regimes in some East Asian
countries suggest these governments may have identified paths to credible commitments that bypass democratic
political constraints (Gehlbach and Keefer 2011; Montinola et al. 1995; Knack and Keefer 1995; Barros 2003).
Eastern Europe and Eurasia feature poor prospects for this argument: the countries in my dataset with the least
democratic scores on Freedom House’s Political Rights indicator (Albania, Armenia, and Belarus) are some of the
ones exhibiting the lowest economic growth rates during the timeframe my dataset covers.’® This suggests
authoritarian governments perform poorly in protecting investors compared to democratic states. Still, democratic
practice likely influences rule of law perceptions and therefore deserves to be included as a control variable in any
models of the rule of law.

Contemporary Eastern Europe features mostly democratic governments, though many lean toward illiberalism.
Some Eurasian countries fall on the illiberal end of the democratic spectrum, and many are not classified as
democracies at all. There is therefore wide variation among political rights and civil liberties in postcommunist
states, which I proxy with Freedom House’s annual rankings for each country. Freedom House ranks each country in
my dataset from 1 (most free) to 7 (least free) on an annual basis through expert responses to 10 different questions
covering outcomes such as the ability of a population to exercise civil liberties and political rights (Freedom House
2015). It is distinct from the institutional and political configurations Checks includes and can thus be included in
the same models.t* The mean score for the countries in my dataset is 3.3 with a standard deviation of 1.1. Tajikistan
features the highest mean score (least free), with a 7.1, while Poland, the Czech Republic, Slovenia, Slovakia,
Lithuania and Estonia exhibit the lowest mean scores (most free) with 1.0.

10 Natural-resource rich countries like Azerbaijan and Russia have even lower rule of law scores, but attract more
FDI and enjoy higher growth rates.

11 The variance inflation factors are approximately 1 for both Checks and Freedom House scores when included in
the same regression models.
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Party Orientation

The conventional wisdom on property rights and contract enforcement suggests right-wing parties generally have a
pro-business policy platform and will have greater respect for property rights and enforce contracts more equitably
than left-wing parties. The business community’s potential preference for politicians on the political Right suggests
that increasing political constraints may improve the rule of law when leftist Presidents are in office, but undermine
it when the Right occupies the executive. | include a variable for the president’s partisan political orientation relative
to the legislature in my models to test this prospect. The measure | use is from Keefer and Stasavage (2003) and is
highly correlated with other measures of Left-Right policy preferences such as those from the Comparative
Manifesto Project (0.87) or Benoit and Laver (2006), (0.92).12 The mean for the countries in my dataset is 0.53 and
the standard deviation is 0.69.

EU Accession

| follow Gray (2009), Plumper et al. (2005), Svejnar (2002), Bevan and Estrin (2000), Claessens, Oks, and Polastri
(1998), and Kaminski (2001) by modelling the economic negotiations during the EU accession process in my
analysis of investment flows. Specifically, | include a control variable for the completion of negotiations
surrounding each economic chapter of the acquis requirements in each EU country’s accession talks.*® The country
receives a dummy variable score of “1” for the year in which talks close as well as for all subsequent years. All other
country-year observations receive a score of “0” for the variable.

Log of GDP/Capita PPP

| add a control variable for a country’s economic productivity to my models of the rule of law. This variable
accounts for the possibility that statistical connections between institutional/political configurations and the rule of
law only reflect wealthy countries’ functioning legal and economic systems, which are often coupled with
democratic governments featuring both de jure and de facto checks and balances. Including this variable also tests
an aspect of modernization theory and assess whether economic growth improves perceptions of the rule of law as
modernization arguments would suggest (Lipset 1959; Przeworski 2000; Boix 2011) The variable | use to assess this
argument is the base 10 logarithm of each state’s per capita Gross Domestic Product (GDP) recorded for each year
in the database. GDP per capita is adjusted for purchasing power parity (IMF 2015).

Natural Resource Revenue

Recent research emphasises the negative influence of natural resource sales on corruption and the rule of law
(Humphreys et al. 2007; Ross 1999; Mehlum et al. 2006; Busse and Groning 2013). The resource curse literature is
extensive and suggests statistical models will lack explanatory power if they fail to account for a country’s
extractive industries. Among my countries, including a variable recording the log of a country’s annual revenue
from natural resource sales (per capita, Purchasing Power Parity [PPP]) allows me to control for a country’s
vulnerability to the resource curse and offers the opportunity to examine resource based arguments in another
context (World Bank 2015).

Ethnic Fractionalisation

Ethnic fractionalisation (EF) is theoretically important for explaining the rule of law in the postcommunist states of
Eastern Europe and Eurasia. The regions’ diverse historical mix of ethnic representation among each country may
influence governance and explain variance in in-group/out-group legal rights as well. This would not be at all
surprising considering ethnic conflicts within the region and previous scholarship on the role ethnicity plays in the
politics of postcommunist states (Kymlicka and Opalski 2002; Petersen 2002; Brubaker 1996). Others have also

12 | recode the variable for ease of interpretation resulting in scores of “0”, “1”, or ‘2" to reflect the party of the chief
executive/majority coalition/largest party in the majority coalition’s ideological positions as Leftist, Centrist, or
Right-wing.

13 This is very similar to Gray’s (2009) “seal of approval” variable. | check this against a dummy variable for the
onset of negotiations, which is a statistically significant determinant of FDI in the year the negotiations began and
the following year in annual, cross-sectional data.
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found EF relevant for the rule of law and investment globally, which also motivates its inclusion here as a control
variable in my models of capital flows (Alesina et al. 2003; Habyarimana et al. 2007; Easterly and Levine 1997;
Touchton 2013).

Model Specification and Estimation

I use a random effects cross-sectional, time-series regression model to estimate the relationship between political
constraints and rule of law perceptions in postcommunist states. | specify several models using a variety of
estimation techniques as robustness checks, which are described below and included in the technical appendix.
Table I below presents the results of estimation using the primary model of the rule of law.

[Insert Table | About Here]
4. Results and Discussion

My results demonstrate a strong positive, statistically significant relationship between checks on authority and rule
of law perceptions. Specifically, a one-unit increase in the Checks variable is associated with a 0.05 increase in rule
of law scores. The mean shift for Checks in my database is 3, with estimated increases in rule of law perceptions of
0.15 for a mean Checks increase, 0.39 for a one standard deviation Checks increase, and 0.58 for a two standard
deviation Checks increase, all else being equal. A Checks increase of two standard deviations generates an estimated
shift in rule of law scores approximately equivalent to moving from Bosnhia-Herzegovina, with a 2012 rule of law
score of -0.36, to Croatia, with a score of 0.24 in one year (all else being equal). Other assessments support the
assertion of a tangible difference between the two countries - Croatia consistently ranks ahead of Bosnia-
Herzegovina on corruption, state capacity, and other measures of government effectiveness (World Bank 2012).*
This example is informative, but is still an approximation with all other variables held constant at their means;
Bosnia-Herzegovina and Croatia vary on many dimensions other than their Checks scores. These estimated rule of
law scores only suggest that increases in checks on authority generate meaningful changes in perceptions of the rule
of law, on average.

My results support previous scholarship on credible commitment and the rule of law by reiterating the importance of
effective checks and balances for credibility (North and Weingast 1989; Keefer and Stasavage 2003; Henisz 2001;
Barro and Gordon 1983; Andrews and Montinola 2004). There is an alternate explanation for my results in
postcommunist states that deserves mentioning: namely, the possibility that adding effective veto players to
government actually increases the prospects for reform. Gehlbach and Malesky (2010) found adding veto players
weakened special interests who preferred inefficient outcomes in Russia and Eastern Europe. In this case, adding
veto players might promote an economically efficient outcome such as an impartial commitment to the rule of law.
The reforms in Gehlbach and Malesky (2010) would have been relatively unlikely under my framework, because |
argue that increasing the number of veto players increases the credibility of any policy once it becomes more
politically costly to gain the votes necessary to deviate from that policy. However, if at least some kinds of policy
change are relatively easy with more veto players under Gehlbach and Malesky’s framework, then a new group of
reformers could potentially roll back these reforms in the future based on the desire to weaken special interests
(which might include the private sector in this hypothetical scenario), and return private property to public
ownership or tax it at very high rates to pay for public services. Thus, the Gehlbach and Malesky (2010) framework
might explain reforms in the presence of a greater number of veto players, but it follows that these reforms might be
easier to change than under my framework and thus, less credible. | do not have a direct, competitive test of these
hypotheses, but the bulk of the existing literature argues that polarisation makes policies more difficult to change,
rather than easier (Cheibub 2002; Linz 1994; Ames 2009; Weyland 1999; Frye 2010). My empirical results provide
more evidence for this view, particularly because the Checks variable is still significant once | include a variable for
EU accession negotiations. This may be due in part to the timing of new veto players being added to many
countries’ political systems. This variable likely captures many of the reforms associated with adding veto players to
the region’s governments as a run-up to EU accession. The fact that the Checks variable is still significant and
negative then suggests that the presence of additional veto players helps to maintain the credibility of the reforms
once they are in place.

14 The mean standard error for the World Bank’s rule of law scores is 0.135.
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Despite corresponding to several general studies on constrained government and investment, my results appear to
run counter to some scholarship maligning political polarisation in Eastern Europe, such as Frye (2002, 2010), and
(Ceka 2012). Yet, my research uses different dependent variables over a different timeframe than those in Frye
(2010) while remaining largely in line with Frye’s premise that political polarisation can make reforms difficult. In
the present study, effective constraints on government make it difficult to renege on commitments to the rule of law,
whereas it is the same level of polarisation that makes passing necessary reforms difficult for Frye (2010). It is still
entirely possible for deadlock to undermine governments’ abilities to generate necessary reforms or take rapid action
to resolve crises. However, for my dataset at least, effective constraints on policymaking carry a silver lining of
improving perceived commitments to the rule of law.

I also find support for other important arguments on democracy and the rule of law. Freedom House ratings are
statistically connected to rule of law perceptions in my model, which accords with the theoretical and empirical
arguments in Diamond (1996, 1999), O’ Donnell (2001, 2004), Olken (2008), Keefer and Khemani (2005), Maravall
and Przeworski (2003), Zakaria (2007), Gehlbach and Keefer (2011) and Montinola et al. (1995). In my data, rule of
law perceptions decrease as Freedom House scores increase (reflecting states becoming “less free”). These results
generally suggest that improvements in democracy lead to improved rule of law perceptions, though some states
may still be able to make credible commitments to the property rights and contract enforcement while bypassing
democracy. Freedom House scores do not have as strong an estimated relationship with the rule of law as Checks
scores, but are still statistically significant determinants in my model.*® Furthermore, my results suggest investors,
country-experts and risk analysts rate the rule of law higher when politicians on the political Right hold the
executive branch of government: moving from a Left to Right-wing President increases the rule of law by an
estimated 0.08 points, holding all other variables constant at their means.

My results suggest increases in economic productivity improve rule of law perceptions. | estimate a country starting
from the mean regional GDP/capita of $7,515 and growing at a 3% rate over a decade could be expected to increase
their rule of law score by 1.65, all else being equal. This large estimated increase would be approximately equal to a
rule of law perceptions shift from Belarus (-1.04) to Slovakia (0.63). Increasing economic productivity thus provides
the greatest opportunities for raising rule of law perceptions in my dataset. The relationship between economic
productivity and rule of law perceptions also provides support for some aspects of modernisation theory, as in Lipset
(1959), and for the relationship between development and democracy (Przeworski 2000; Boix 2011). Sustained
increases in economic productivity have not been common in postcommunist states, but my results suggest rule of
law perceptions would improve dramatically if states’ economies were to grow consistently and in real terms. Yet
this estimated improvement in the rule of law does not hold across all economic areas. As anticipated, | find
increases in natural resource revenue result in decreases in rule of law perceptions.

Finally, my results demonstrate the importance of external credibility through the EU’s accession process for
investment decisions. Completing economic policy negotiations as a step toward joining the EU has a positive,
statistically significant relationship with the rule of law and investment in my models. The coefficient on this
variable is large, indicating a strong estimated influence for perceived rule of law scores- greater than any other
individual variable. These results show the power of the EU to influence perceptions of governance and provide
added support to arguments found in Gray (2009), Gray and Hicks (2014), Svejnar (2002), Plimper et al. (2005),
Bevan and Estrin (2000), Claessens, Oks, and Polastri (1998), and Kaminski (2001). Those evaluating the rule of
law may not deem credible postcommunist countries’ institutional reforms- especially in the short term. Instead,
progressing satisfactorily toward EU accession is a strong external signal of a country’s credibility and carries
considerable weight in my model of the rule of law.

5. Robustness Checks
I use both technical and theoretical robustness checks to evaluate the relationship between checks on authority and

the rule of law. First, | add a lagged dependent variable to my random effects model (presented in Table | (a) in the
technical appendix)). Then, | estimate an Arellano-Bond dynamic panel model (1988, 1991) for perceived rule of

5 Annual changes in Freedom House scores among the countries in my dataset are small: the mean is 0.27 per year,
with a standard deviation (SD) of 0.09. Estimates of rule of law perceptions based on my model are thus lower for a
two-SD improvement in the Freedom House score than for a mean shift for the Checks variable.
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law to account for the potentially endogenous relationship between the rule of law, the Checks variable, and GDP
per capita (presented in Table | (b)).2® Both Checks and GDP per capita retain statistically significant connections
with rule of law perceptions in these new models, though the magnitude of the relationships are smaller.

My next robustness check is theoretical and perhaps more important. As a concept, the rule of law could be
considered conceptually similar to checks on authority, which is my central explanatory variable. In this sense,
constrained government may simply reflect the rule of law because constraining government renders arbitrary,
potentially illegal, action difficult for politicians. Political constraints do not act directly on the rule of law in this
conceptual framework. Rather, constrained government is the rule of law. Statistical connections between Checks
and rule of law perceptions would therefore not be surprising. However, my interest in the rule of law lies in its
relationship to investment and economic growth. Checks on authority need to influence investment decisions, not
just rule of law perceptions, for the policy implications of constrained government to be useful in practice- whether
Checks are distinct from the rule of law or not. Constraining government and improving rule of law perceptions
would produce little economic payoff if there were no connection between political constraints and investment.
Failure to find a relationship between political constraints and investment would also suggest a gulf between the
“actual” rule of law - which could still be very important for investment - and perceived rule of law, which might
not be as relevant. | address this concern by estimating a new, random effects model of Foreign Direct Investment
(FDI) in postcommunist states. Table Il presents the results of estimation using FDI as a dependent variable.*’

[Insert Table 11 about here]

The results in Table Il are similar to those in Table I: checks on authority increase FDI, as do higher economic
growth rates, economic productivity, completion of EU economic negotiations during the accession process, natural
resources, trade openness, and political rights. In this case, higher natural resource revenue increases investment
because it reflects the presence of natural resources that are desirable to foreign oil, gas, mining and other firms in
the extractive industries.'® Party orientation is not a significant determinant of FDI in this model, which highlights a
difference between rule of law perceptions, which are connected to partisan characteristics, and FDI flows, which
are not in this data. Instead, my results suggest investors are much more concerned with democratic checks and
balances internally, and external evaluations of these institutions than with political parties’ reputations.

6. Conclusion

Political institutions and the policy preferences of elected officials are some of the defining characteristics of
politics. Using these aspects of politics to model the rule of law and investment solidifies connections between
institutions and credibility. The results of my analysis show how effective checks on authority influence rule of law
perceptions. These same constraints may still undermine necessary reforms in other areas, but my research suggests
that, at a minimum, institutional and practical checks improve policy credibility, rule of law perceptions and increase
foreign direct investment.

My findings carry direct implications for scholars and practitioners. First, my results demonstrate the importance of
institutional structures and practical incentives for politicians to oppose, rather than appease one another if their
countries are to improve policy credibility and rule of law perceptions. Similarly, increasing the probability that veto

16 Rule of law scores for most countries in the dataset change quite a bit 1996-2012. Large shifts in rule of law
scores correspond to democratic consolidation in many countries in my dataset over this timeframe, as is the case
with other studies of the rule of law in newly democratic countries, such as those in Touchton (2014). Despite large
long-term shifts for most countries, annual changes in rule of law scores are rarely large. Some might argue that
these small annual changes make the dependent variable relatively time-invariant. Arellano-Bond estimators are also
appropriate under these circumstances and therefore provide added assurance that my results are not due to the slow-
moving dependent variable in my models.

" These data come from the UN Statistical Commission’s National Accounts Database. | use the base 10 log of FDI
per capita (PPP) in my models, giving a mean of 2.82 and SD of 1.17. | also add new control variables reflecting
existing research on the determinants of FDI. | describe these variables in the Technical Appendix.

18 The technical appendix contains a description of the new covariates along with several additional models to
account for endogenous regressors, as with the perceived rule of law variable. | present these models in Tables Il (a-
b) in the appendix.
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players will exercise their vetoes reassures foreign investors and induces them to commit FDI to a country. The
caveat here is that institutional measures to improve property rights and contract enforcement may fail to convince
sceptical investors unless these institutions emerge within a competitive, ideologically plural context. Furthermore,
external actors’” assessments are crucial for credibility in the early days of any reform process. Ultimately, politicians
wielding institutional veto power improve rule of law perceptions and attract foreign investment because they impart
credibility to a country’s promises to protect investors’ rights. These veto players will then defend the rule of law
not just because they can, but because they benefit from doing so.

Table |
Random Effects Estimates of Political Constraints and the Rule of Law in Eastern Europe, 1996-2012

Variable Coefficient/(SE)
Checks on Authority 0.05*
(0.02)
Per Capita GDP, PPP(logged) 0.03*
(0.01)
Party Orientation
0.08*
(0.04)
Ethnic Fractionalization
-1.55*
(0.51)
EU Accession
0.28**
(0.10)
Freedom House Score
-0.08*
(0.04)
Natural Resource Revenue
-0.02*
(0.008)
Constant
0.37
(0.45)
N 24
Observations 182
i2
Wald Chi 28.84
Prob> Chi?
0.00
R? (overall) 0.49

Standard Errors are Clustered on the Country: *p <.05; **p < .01
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Table 1l
Random Effects Estimates of Political Constraints and Foreign Direct Investment (Per Capita, logged) in Eastern
Europe, 1990-2013

Variable Coefficient/(SE)
Checks on Authority 0.20%*
(0.08)
Annual Economic Growth Rate 0.07**
(0.02)
Freedom House Political Rights
Score -0.61**
(0.11)
Per Capita GDP (PPP, logged)
0.05*
Party Orientation (0.02)
0.06
Natural Resource Revenue (0.14)
1.99*
EU Accession (0.85)
0.45*
Leadership Instability (0.21)
-0.10
Trade Openness (0.30)
0.02**
Constant (0.0001)
22.09**
(2.80)
N _ 25
Observations 228
Wald Chi? 39.40
Prob> Chi? 0.00
R? (overall) 0.58

Standard Errors are Clustered on the Country: *p < .05; **p < .01

12




This is an author-produced, peer-reviewed version of this article. The final, definitive version of this document can be found online at East
European Politics, published by Routledge. Copyright restrictions may apply. doi: 10.1080/21599165.2015.1088435

References

Acemoglu, D., Johnson, S., & Robinson, J. A. (2001). The colonial origins of comparative development: An
empirical investigation American Economic Review 91(5): 1369- 401.

Alesina, Alberto, Arnaud Devleeschauwer, William Easterly, Sergio Kurlat, and Romain Wacziarg (2003).
“Fractionalization.” Journal of Economic Growth 8 (2): 155-194.

Allina-Pisano J. 2008. The Post-Soviet Potemkin Village: Politics and Property Rights in the Black Earth.
Cambridge: Cambridge Univ. Press

Ames, Barry (2009). The deadlock of democracy in Brazil. Ann Arbor: University of Michigan Press

Andrews, Josephine and Gabriela Montinola (2004). "Veto Players and the Rule of Law in Emerging Democracies."
Comparative Political Studies 37(1): 55-87.

Avrellano, Manuel and Stephen Bond (1988). Dynamic Panel Data Estimation Using PPD: A Guide for Users.
London: Institute for Fiscal Studies.

-------- 1991. Some tests of specification for panel data: Monte Carlo evidence and an application to employment
equations. The Review of Economic Studies, 58: 277-297.

Aslund, A. (2012). How capitalism was built: the transformation of Central and Eastern Europe, Russia, the
Caucasus, and Eurasia. New York: Cambridge University Press.

Barro, Robert and David Gordon (1983). "Rules, discretion, and reputation in a model of monetary policy.” Journal
of Monetary Economics 12(1): 101-121.

Barros, Robert (2003). "Dictatorship and the Rule of Law: Rules and Military Power in Pinochet's Chile." In
Democracy and the Rule of Law, ed. J. M. Maravall and A. Przeworski. New York: Cambridge University
Press.

Bayer, J. (2013). Emerging Anti-pluralism in New Democracies-the Case of Hungary. Osterreichische Zeitschrift
fur Politikwissenschaft, 42(1), 95-110.

Beck, Thorsten, George Clarke, Philip Keefer, Alberto Groff, Patrick Walsh (2001). "New Tools in Comparative
Political Economy: The Database of Political Institutions," The World Bank Economic Review 15(1): 165-
176

Benacek, V., Gronicki, M., Holland, D., & Sass, M. (2000). The Determinants and Impact of Foreign Direct
Investment in Central and Eastern Europe: A comparison of survey and econometric evidence.
Transnational Corporations, Journal of United Nations, 9(3), 163-212.

Benoit, Kenneth, and Michael Laver (2006). Party policy in modern democracies. Vol. 19. London: Routledge.

Bevan, A. A., & Estrin, S. (2004). The determinants of foreign direct investment into European transition
economies. Journal of comparative economics, 32(4), 775-787.

Boix, Carles (2011). "Democracy, development, and the international system." American Political Science Review,
105(4):809-828.

Brown, David, Michael Touchton and Andrew Whitford (2011). "Political Polarization as a Constraint on
Corruption: A Cross-national Comparison.” World Development 39(9): 1516-1529.

Brubaker, R. (1996). Nationalism refrained: Nationhood and the national question in the new Europe. New York:
Cambridge University Press.

Budge, lan. (2001). Mapping policy preferences: estimates for parties, electors, and governments, 1945-1998. Vol.
1. New York: Oxford University Press.

Busse, M., and Groning, S. (2013). The resource curse revisited: governance and natural resources. Public Choice,
154(1-2), 1-20.

Butkiewicz, James and Halit Yanikkaya (2006). "Institutional Quality and Economic Growth: Maintenance of the
Rule of Law or Democratic Institutions, or both?" Economic Modeling 23(4):648-661.

Ceka, B. (2012). The Perils of Political Competition Explaining Participation and Trust in Political Parties in Eastern
Europe. Comparative Political Studies, 46(12), 1610-1635.

Charron, Nathan (2009). "Government quality and vertical power-sharing in fractionalized states." Publius: The
Journal of Federalism, 39(4), 585-605.

Cheibub, José Antonio (2002). "Minority Governments, Deadlock Situations, and the Survival of Presidential
Democracies." Comparative Political Studies 35 (3):284-312.

Claessens, S., Oks, D., & Polastri, R. (2000). Capital flows to Central and Eastern Europe and the former Soviet
Union. In Capital flows and the emerging economies: theory, evidence, and controversies (pp. 299-339).
Chicago: University of Chicago Press.

13



This is an author-produced, peer-reviewed version of this article. The final, definitive version of this document can be found online at East
European Politics, published by Routledge. Copyright restrictions may apply. doi: 10.1080/21599165.2015.1088435

Coase, Ronald (1960). "The Problem of Social Cost." Journal of law & economics. 3 (October 1960): 1-44.

De Soto, Hernando (2003). The Mystery of Capital: why capitalism triumphs in the West and fails everywhere else.
New York: Basic books.

Demsetz, Harold (1967). "Toward a theory of property rights.” Law and Economics, 1: 341-353.

Diamond, Larry (1996). "Democracy in Latin America: Degrees, Illusions, and Directions for Consolidation.” In
Beyond Sovereignty: Collectively Defending Democracy in the Americas, ed. T. Farer. Baltimore, MD:
Johns Hopkins University Press.

Diamond, Larry. Ed. (1999). Democracy in Developing Countries: Latin America. 2nd ed. Boulder, CO: Lynne
Rienner Publishers.

Djankov, Simeon, Rafael La Porta, Florencio Lopez-de-Silanes, and Andrei Shleifer (2002). "Courts: The Lex
Mundi project," CEPR Discussion Paper 3344.

Dolenec, D. (2013). Democratic Institutions and Authoritarian Rule in South East Europe. Colchester: ECPR Press.

Easterly, William, and Ross Levine (1997). "Africa's Growth Tragedy: Policies and Ethnic Divisions." Quarterly
Journal of Economics 112(4): 1203-50.

Elster J. 1993. The necessity and impossibility of simultaneous economic and political reform. In Constitutionalism
and Democracy: Transition in the Contemporary World, ed. D Greenberg, S Katz, MB Oliviero, SC
Wheatley, pp. 267-74. New York: Oxford University Press

Foweraker, Joe, and Roman Krznaric (2002). "The Uneven Performance of Third Wave Democracies: Electoral
Politics and the Imperfect Rule of Law in Latin America." Latin American Politics and Society 44 (3):29-
60.

Frye, Timothy (2002). "The Perils of Polarization: Economic Performance in the Postcommunist World." World
Politics 54(3): 308-37.

------ 2010. Building states and markets after communism: the perils of polarized democracy. New York: Cambridge
University Press.

Frye, T. (2012). In from the cold: institutions and causal inference in postcommunist studies. Annual Review of
Political Science, 15, 245-263.

Gehlbach, Scott, and Philip Keefer (2011). "Investment without democracy: ruling-party institutionalization and
credible commitment in autocracies." Journal of Comparative Economics, 39(2), 123-139.

Gehlbach, S., and Malesky, E. J. (2010). The contribution of veto players to economic reform. The Journal of
Politics, 72(4), 957-975.

Glaeser, Edward, Rafael La Porta, Florencio Lopez de Silanes and Andrei Shleifer (2004). "Do Institutions Cause
Growth?" Journal of Economic Growth 9(3):271-303.

Gray, J. (2009). International organization as a seal of approval: European union accession and investor risk.
American Journal of Political Science, 53(4), 931-949.

Gray, J., and Hicks, R. P. (2014). Reputations, perceptions, and international economic agreements. International
Interactions, 40(3), 325-349.

Grosjean P, Senik C. 2011. Democracy, market liberalization and political preferences. Rev. Econ. Stat. 93(1):365-
81

Haber, Stephen. Armando Razo, and Noel Maurer (2003). The Politics of Property Rights: Political Instability,
Credible Commitments and Economic Growth in Mexico, 1876-1929. New York: Cambridge University
Press.

Habyarimana, James, Macartan Humphreys, Daniel Posner and Jeremy Weinstein (2007). "Why Does Ethnic
Diversity Undermine Public Goods Provision?" American Political Science Review. 101(4):709-725.

Haggard, Stephen, Andrew Maclntyre,and Lydia Tiede (2008). "The Rule of Law and Economic Development."
Annual Review of Political Science 11: 205-234.

Haggard, Stephen, and Lydia Tiede (2011)."The rule of law and economic growth: where are we?" World
Development 39(5), 673-685.

Henisz, Witold (2000). "The Institutional Environment for Economic Growth." Economics & Politics, 12: 1-31.

--------- 2002. "The Institutional Environment for Infrastructure Investment.” Industrial and Corporate Change
11(2): 355-389.

Henisz, Witold and Bennet Zelner (2007). "Measures of Political Risk". Wharton School Working Paper Series.

Hicken, Allen, Shanker Satyanath and Ernest Sergenti (2005). "Political Institutions and Economic Performance:
The Effects of Accountability and Obstacles to Policy Change." American Journal of Political Science,
49(4): 897-907.

Hoff K, Stiglitz JE. 2004. After the big bang? Obstacles to the emergence of the rule of law in post communist
societies. American Economic Review. 94(3):753-63

14



This is an author-produced, peer-reviewed version of this article. The final, definitive version of this document can be found online at East
European Politics, published by Routledge. Copyright restrictions may apply. doi: 10.1080/21599165.2015.1088435

Holland, D., & Pain, N. (1998). The diffusion of innovations in Central and Eastern Europe: A study of the
determinants and impact of foreign direct investment. National Institute of Economic and Social Research
(NIESR) Discussion Paper no. 137. London: NIESR.

Humphreys, M., Sachs, J., & Stiglitz, J. E. (Eds.). (2007). Escaping the resource curse (pp. 11-13). New York:
Columbia University Press.

Kaminski, B. (2001). How accession to the European Union has affected external trade and foreign direct
investment in Central European economics (Vol. 2578). World Bank Publications.

Kaufmann, Daniel, Aart Kraay, and Massimo Mastruzzi. (2007). "The Worldwide Governance Indicators Project:
Answering the Critics." World Bank Policy Research Working Paper N0.4149.

—————————— 2007. "Growth and Governance: A Reply." The Journal of Politics. Vol. 69(2): 555-562.

—————————— 2007. "Growth and Governance: A Rejoinder." The Journal of Politics. VVol. 69(2):570-572.

----------- 2012. "Governance Matters VI1I: Governance Indicators for 1996-2012." The World Bank. Washington,
D.C..

Kaufmann, Daniel, Aart Kraay and Pablo Zoido-Lobatén (1999). “Aggregating Governance Indicators.” World
Bank Policy Research Working Paper No. 2195.

Keefer, Philip (2004). "What does Political Economy tell us about Economic Development and Vice Versa?"
Annual Review of Political Science, 7(1): 247.

Keefer, Philip and Stuti Khemani (2005). "Democracy, Public Expenditures and the Poor: Understanding the
Political Incentives for Providing Public Services."

The World Bank Research Observer 20(1):1-27.

Keefer, Philip, and David Stasavage (2003). "The Limits of Delegation: Veto Players, Central Bank Independence,
and the Credibility of Monetary Policy." American Political Science Review 97(3): 407-23.

Keefer, Philip and Stephen Knack (2002). "Polarization, Politics and Property Rights: Links Between Inequality and
Growth." Public Choice 11(1-2): 127-154.

Kitschelt H. 2003. Accounting for postcommunist regime diversity:What counts as a good cause? In Capitalism and
Democracy in Central and Eastern Europe, ed. G Ekiert, SE Hanson, pp. 49-86. Cambridge: Cambridge
University Press

Klingemann, Hans-Dieter, Andrea VVolkens, lan Budge, Judith Bara and Michael McDonald. (2006). Mapping policy
preferences Il: Estimates for parties, electors, and governments in Eastern Europe, European Union, and
OECD 19902003. Oxford: Oxford University Press.

Knack, Stephen and Philip Keefer (1995). “Institutions and Economic Performance: Cross-Country Tests Using
Alternative Institutional Measures,” Economics and Politics, 7(3), 207- 227.

Knack, Stephen, and Philip Keefer (1997). “Does Social Capital Have an Economic Payoff? A Cross-country
Investigation.” Quarterly Journal of Economics 112(4):1251-1288.

Kunicova, Jana, and Susan Rose-Ackerman (2005). "Electoral Rules and Constitutional Structures as Constraints on
Corruption." British Journal of Political Science 35(4): 573-606.

Kurtz, Marcus and Andrew Schrank (2007). "Growth and Governance: Models, Measures and Mechanisms". The
Journal of Politics, 69(2):538-554.

--------- 2007. "Growth and Governance: A Defense™. The Journal of Politics, 69(2):563-5609.

Kymlicka, W., & Opalski, M. (Eds.). (2002). Can Liberal Pluralism be Exported?: Western Political Theory and
Ethnic Relations in Eastern Europe: Western Political Theory and Ethnic Relations in Eastern Europe.
New York: Oxford University Press.

La Porta, Rafael, Florencio Lopez-de-Silanes and Andrei Shleifer (2008). "The Economic Consequences of Legal
Origins." Journal of Economic Literature 46(2): 285-332.

La Porta, Rafael, Florencio Lopez de Silanes, Andrei Shleifer, and Robert Vishny (1999). "The Quality of
Government." Journal of Law, Economics and Organization 15(1): 222-279.

---------- 2000. "Investor Protection and Corporate Governance." Journal of Financial Economics 58(1): 3-28.

Langbein, Laura and Stephen Knack (2010). "The worldwide governance indicators: six, one, or none?" The Journal
of Development Studies, 46(2), 350-370.

Lijphart, Arend (1999). Patterns of Democracy: Government Forms and Performance in Thirty-Six Countries. New
Haven: Yale University Press.

Linz, Juan (1994). "Presidential or Parliamentary Democracy: Does it Make a Difference?" in The Failure of
Presidential Democracy. The Case of Eastern Europe, ed. J. J. Linz and A. Valenzuela. Baltimore, MD:
The Johns Hopkins University Press, 3-90.

Lipset, Seymour. (1959). "Some social requisites of democracy: Economic development and political legitimacy."
American political science review, 53(1): 69-105.

15



This is an author-produced, peer-reviewed version of this article. The final, definitive version of this document can be found online at East
European Politics, published by Routledge. Copyright restrictions may apply. doi: 10.1080/21599165.2015.1088435

Madison, John, Alexander Hamilton, and John Jay 1788 (1961). The Federalist Papers. New York: New American
Library.

Maravall, Jose Maria and Adam Przeworski (Eds.) (2003). Democracy and the Rule of Law. New York: Cambridge
University Press.

Mauro, Paolo (1995). "Corruption and Growth." The Quarterly Journal of Economics 110(3): 681-712.

Mehlum, H., Moene, K., & Torvik, R. (2006). Institutions and the resource curse*. The economic journal, 116(508),
1-20.

Meyer, K. (1998). Direct investment in economies in transition. London; Edward Elgar Publishing.

Miller, Laurel and Robert Perito (2004). "Establishing the Rule of Law in Afghanistan.”" United States Institute of
Peace Special Report, 117.

Montinola, Gabriela, Yingyi Qian, and Barry Weingast (1995). "Federalism, Chinese style: the political basis for
economic success in China." World Politics, 48(1), 50-81.

Mdiller, J. W. (2014). Eastern Europe Goes South; Disappearing Democracy in the EU's Newest Members. Foreign
Affairs, 93, 14.

Munck, Gerardo (2009). Measuring Democracy. Baltimore, MD: Johns Hopkins University Press

Murphy KM, Shleifer A, Vishny R. 1992. The transition to a market economy: the pitfalls of partial reform.
Quarterly Journal of Economics, 107(3): 889-906

North, Douglass (1990). Institutions, Institutional Change and Economic Performance. New York: Cambridge
University Press.

North, Douglass and Barry Weingast (1989). "Constitutions and Commitment: Evolution of the Institutions of
Public Choice in 17th Century England." Journal of Economic History 49(1):803-32.

Nunn, Nathan (2008). "The long-term effects of Africa's slave trades." The Quarterly Journal of Economics, 123(1),
139-176.

O'Donnell, Guillermo (2001). "Democracy, Law and Comparative Politics.” Studies in Comparative International
Development 36 (1 (Spring)):7-36.

--------- 2004. "Why the Rule of Law Matters." Journal of Democracy 15 (4):32-46.

Olken, Benjamin (2008). "Direct Democracy and Local Public Goods: Evidence from a Field Experiment
Indonesia" National Bureau of Economic Research Working Paper 14123.

Peerenboom, Randall (2002). China's long march toward rule of law. New York: Cambridge University Press.

Perito, Robert (2003). "Special Report: Establishing the rule of law in Iraq.", United States Institute of Peace Special
Report no. 104. Washington, DC: United States Institute of Peace.

Persson, Torsten and Guido Tabellini (2003). The Economic Effects of Constitutions. Cambridge, MA: MIT Press.

Petersen, R. D. (2002). Understanding ethnic violence: Fear, hatred, and resentment in twentieth-century Eastern
Europe. New York: Cambridge University Press.

Piana, D. (2013). Judicial accountabilities in new Europe: from rule of law to quality of justice. Basingstoke:
Ashgate Publishing.

Plumper, T., Schneider, C. J., & Troeger, V. E. (2006). The politics of EU eastern enlargement: Evidence from a
Heckman selection model. British Journal of Political Science, 36(1), 17-38.

PopIEleches, G. (2007). Historical legacies and postllcommunist regime change. Journal of Politics, 69(4), 908-
926.

Przeworski, Adam. (Ed.). (2000). Democracy and development: political institutions and well-being in the world,
1950-199 (Vol. 3). New York: Cambridge University Press.

Roland G. 2000. Transition and Economics: Politics and Economics: Politics, Markets and Firms. Cambridge, MA:
MIT Press

Ross, M. L. (1999). The political economy of the resource curse. World Politics, 51(2), 297-322.

Stasavage, David (2002). "Credible Commitment in Early Modern Europe: North and Weingast Revisited." Journal
of Law, Economics and Organization. 18(1): 155

186.

Svejnar, J. (2002). Transition economies: Performance and challenges. Journal of Economic Perspectives, 16(1), 3-
28.

Tamanaha, Brian (2004). On The Rule of Law: History, Politics, Theory. New York: Cambridge University Press.

Tomz, M. (2012). Reputation and international cooperation: sovereign debt across three centuries. Princeton, NJ:
Princeton University Press.

Touchton, Michael (2013). "The Dangers of Diversity: Ethnic Fractionalization and the Rule of Law." Journal of
Economics, Management and Financial Markets 8(1):20-40.

16



Touchton, Michael (2014). “Trapping the Tigers: Regulation of Market Entry and the Rule of Law in SE Asia”. The
Social Science Journal 52(1): 8-21.

Treisman, Daniel (2000). "The Causes of Corruption: A Cross-National Study." Journal of Public Economics 76(3):
399-457.

Tsebelis, George (1995). "Decision Making in Political Systems: VVeto Players in Presidentialism, Parliamentarism,
Multicmeralism and Multipartyism." British Journal of

Political Science 25(3): 289-325.

————————— 2002. Veto Players. Princeton, NJ: Princeton University Press.

Wade, R. (1990). Governing the market: Economic theory and the role of government in East Asian
industrialization. Princeton, NJ: Princeton University Press.

Weingast, Barry (1997). "The political foundations of democracy and the rule of law." American Political Science
Review, 91(2), 245-263.

Woodberry, Robert (2012). “The missionary roots of liberal democracy.” American Political Science Review, 106
(2): 244-274.

Weyland, K. (1999). Neoliberal Populism in Latin America and Eastern Europe. Comparative Politics, 31(4), 379-
401.

Zakaria, Fareed (2007). The Future of Freedom: Illiberal Democracy at Home and Abroad (Revised Edition). New
York: WW Norton & company.

17



This is an author-produced, peer-reviewed version of this article. The final, definitive version of this document can be found online at East
European Politics, published by Routledge. Copyright restrictions may apply. doi: 10.1080/21599165.2015.1088435

Technical Appendix for Who Commits to the Rule of Law? Constrained Government and Foreign Direct
Investment in Post-Communist States

Table I (a)
Random Effects Estimates of Political Constraints and the Rule of Law in Postcommunist States, 1996-2012. This
model has a lagged dependent variable.

Variable Coefficient/(SE)
Lagged Rule of Law (L1
9 (L) 0.71**
(0.09)
Checks on Authority 0.04%*
(0.01)
Per Capita GDP, PPP(logged) 0.60**
(0.19)
Freedom House Political Rights
Score -0.03*
(0.01)
Party Orientation
-0.05
(0.04)
Ethnic Fractionalization
-0.23**
(0.06)
EU
0.49**
(0.15)
Natural Resource Revenue
-0.12*
(0.06)
Constant
-1.46
(1.27)
Observations
182
i2
Wald Chi 3259
12
Prob> Chi 0.00
R? 057

*p < .05; **p < .01

| use Arellano-Bond dynamic panel estimation to evaluate connections between political constraints on elected
officials and the rule of law (Arellano and Bond 1988, 1991). | choose the Arellano-Bond technique to resolve the
potential endogeneity problem associated with estimating the impact of political constraints on the rule of law:
namely, countries’ previous levels of commitment to the rule of law may influence the likelihood of effectively
constraining politicians through institutional reform as well as the threat of defeating sitting politicians through
elections at a later date. For example, incumbents in countries with low rule of law may be predisposed to prevent
challengers from winning elections and gaining veto power over the policy-making process in the first place. Any
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results attributing rule of law levels to the relative constraints on elected officials might therefore only reflect
officials’ general predispositions toward or against the rule of law as opposed to any direct effect of political
constraints themselves. The Arellano-Bond technique accounts for this possibility by creating a series of
instrumental variables using lagged values of endogenous independent variables. | use these variables in the
regression model along with a series of diagnostics following estimation to analyse the extent to which endogeniety
is present among my variables and whether relationships between variables remain once | account for this possibility
(Arellano and Bond 1988, 1991; Roodman 2009, 2013). Arellano-Bond estimators are also proposed for panels like
mine with a relatively short time component compared to the cross-sectional observations. Moreover, some
variables in my dataset are slow to change over time motivating my use of the Arellano-Bond technique (Holtz-
Eakin et al. (1988); Arellano and Bond (1988, 1991); Roodman (2009, 2013). The following table presents the
results of estimation using this strategy.

Holtz-Eakin, Douglas, Whitney Newey and Harvey Rosen. (1988). "Estimating vector autoregressions with panel
data." Econometrica 56: 1371 — 1395.
Roodman, David. (2013). “Xtabond2: Stata module to extend xtabond dynamic panel data estimator.” STATA:
Statistical Software Components.
. (2009). "A note on the theme of too many instruments." Oxford Bulletin of
Economics and Statistics, 71(1), 135-158.
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Table I (b)
Avrellano-Bond Dynamic Panel Estimates of Political Constraints and the Rule of Law in Postcommunist States,
1996-2012.
Variable Coefficient/(SE)
Lagged Rule of Law (L1) 0.64%%
(0.01)
Checks on Authority 0.06*
(0.02)
Per Capita GDP, PPP(logged) 0.65**
(0.23)
Freedom House Political Rights
Score -0.08*
(0.04)
Party Orientation
-0.05*
(0.02)
Ethnic Fractionalization
-0.29**
(0.05)
EU
0.47**
(0.10)
Natural Resource Revenue
-0.14*
(0.07)
Constant
-1.28
(1.55)
Number of Groups
24
Observations
192
Mean Obs/Group
Number of Instruments 13.20
28
F 135.81
Prob>F 0.00

*p < .05; **p < .01

Table 11 presents the results of estimation using a new dependent variable, foreign direct investment. The following
section describes two new independent variables | include in this model and subsequent robustness checks.

Description of the “Leadership Stability” Variable

The relative stability of leaders may impact investment - both positively and negatively depending on the
circumstances. For example, Vladimir Putin’s long-term occupation of the Russian presidency may have helped
generate long-term commitments to property rights and contract enforcement outside of democratic institutions and
checks and balances. Of course, leadership stability may reflect underlying economic stability. In this sense, the
variable is a proxy for a welcoming, profitable investment climate in several senses and will likely influence FDI. For
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example, investors would have been very risk-acceptant indeed to begin a new venture in Ukraine during the Orange
Revolution or the recent conflict with Russia. Both timeframes feature leadership turnover and major policy swings,
which I control for in general by including a measure of the annual turnover of political leaders over the course of the
timeframe under investigation. The data comes from the World Bank’s Database of Political Institutions (Beck, et al.,
2001) and records the percentage of veto players who leave their offices in a given year.

Description of the “Trade Openness” Variable

| also include a measure of trade openness to distinguish the ways governments commit to multinational
corporations (MNCs) from the ways public officials interact with domestic, potentially low-level investors. It would
be a mistake to assume countries relatively open to foreign MNCs would also protect their own citizens’
investments. Some countries, like Poland, encourage foreign firms to produce goods for export markets using local
labour, but also encourage domestic firms to compete in the same markets. However, many other countries around
the region, such as Turkmenistan, are eager to attract foreign direct investment to build factories for exports, but
have very high barriers to entry for domestic entrepreneurs interested in exporting (Djankov 2009). These countries
likely provide much lower property rights protections for poorer domestic producers than for wealthy, foreign
MNCs. In effect, these countries have auctioned off monopoly status for Export-Oriented Industrialization to foreign
firms that have the resources to purchase it. The government has not necessarily made a credible commitment to
these firms, but it has convinced them that the rewards from monopoly status outweigh the risks of state
expropriation. | therefore control for the level of trade openness so as not to conflate commitments made to MNCs
with commitments made to domestic entrepreneurs. The variable | use comes from the United Nations Conference
on Trade and Development Statistics Division (2013) and shows the average value of imports plus exports as a
percentage of nominal GDP.

Djankov, S. (2009). The regulation of entry: A survey. The World Bank Research Observer, 24(2), 183-203.

United Nations Statistical Commission. 2014. National Accounts Main Aggregates Database. Available Online:
https://unstats.un.org/unsd/snaama/Introduction.as
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Table Il (a)
Random Effects Estimates of Political Constraints and FDI in Post-Communist States, 1990-2013. This model
includes a lagged dependent variable.

Variable Coefficient/(SE)
Checks on Authority 0.12%*
(0.05)
Lagged FDI 0.56**
(0.05)
0.003
Annual Growth Rate (0.01)
GDP per capita (PPP, logged) -0.18**
(0.05)
Freedom House Political Rights
Score -0.21*
(0.06)
Party Orientation
0.05
(0.09)
Leadership Instability
-0.11
(0.18)
Trade Openness
0.04*
(0.02)
Natural Resource Revenue
0.31**
(0.07)
Constant
4.09**
(1.21)
N
Observations 24
224
12
Wald Chi 295,95
Prob> Chi?
0.00
R? (overall) 0.71

Standard Errors are Robust to Autocorrelation and Heteroscedasticity: *p < .05; **p < .01
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Table 1l (b)
Arellano-Bond Dynamic Panel Estimates of Political Constraints and FDI, 1996-2012.

Variable Coefficient/(SE)
Lagged FDI (L1) 0.27**
(0.07)
Checks on Authority 0.14**
(0.05)
Annual Economic Growth 0.01
(0.01)
Freedom House Score -0.60**
(0.12)
Party Orientation -0.09
(0.09)
Ethnic Fractionalization -0.15*
(0.07)
Leadership Instability -0.12
(0.14)
Trade Openness 0.009
(0.006)
Natural Resource Revenue 0.19**
(0.04)
EU -0.08
(0.34)
Constant 22.88*%*
(7.86)
Number of Groups 24
Observations 218
Mean Obs/Group 9.1
Number of Instruments 28
Wald Chi? 194.96
Prob>Chi? 0.00

*p < .05; **p < .01
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TABLE ALl. Descriptive Statistics

Variable Mean Std. Dev.
Rule of Law -0.24 0.75
Per Capita FDI (PPP, logged) 7.72 9.60
Checks 4.33 2.14
Freedom House Score 412 194
GDP Per Capita (PPP, logged) 17.68 7.67
Party Orientation 0.56 0.84
Leadership Instability 0.07 0.28
Trade Openness 0.61 0.27
Ethnolinguistic Fractionalization 0.29 0.19
Natural Resource Revenue 0.16 0.37
EU 0.09 0.29
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