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THE RULE OF LAW AND INFLATION
IN THE MIDDLE-INCOME COUNTRIES

Abstract. The article analyzes the relationship between compliance with the rule of law and
inflation. Annual data for the period of 2013—2019 of the Rule of Law Index from the non-
governmental organization World Justice Project (WJP) for 40 countries of Central and Eastern
Europe, the former Soviet Union, Asia and Latin America were used. By means of cross-section
estimates and panel data using a random effects model (RE), the dependence of inflation on
individual WJP sub-indices was empirically estimated, taking into account a wide analytical
spectrum of different aspects of the rule of law. Recently, the issue of the rule of law is increasingly
used in economic research. First of all, it concerns the dependence of transaction funds and trust on
legal factors, which has a direct impact on the funds of production and inflation, as emphasized by
the representatives of the new institutional school (New Institutional Economics). Instead,
Neoclassical economics economists mainly analyze the influence of the rule of law mechanisms on
the formation of trust in such institutions as the independent central bank or the state administrative
apparatus. There is no lack of empirical evidence that the anti-inflationary influence of the central
bank significantly depends on the concomitant conditions of compliance with the rule of law.
Keynesian economics experts state that the importance of legal and regulatory norms increases
significantly with a low interest rate (Zero Lower Bound — ZLB), which has been the case recently
in most industrialized countries. Since the academic interpretation of the rule of law is quite broad,
it is of practical interest to study the relevant macroeconomic effects in terms of such individual
components as the system of counterbalances and checks for government, the fight against
corruption, maintenance of law and order, efficiency of regulatory mechanisms, etc. The study
showed that there is no reason to deny the anti-inflationary impact of the rule of law in general and
in terms of individual components, but the obtained empirical estimates may be vulnerable to data
aggregation and differ in terms of individual groups of countries. If we use the general index of the
rule of law of the WJP, the anti-inflationary effect can be traced both for the general sample of 40
countries, and separately for both subgroups of countries: 1) Central and Eastern Europe (CEE) and
the former Soviet Union, 2) Asia and Latin America. The use of WJP sub-indices shows an anti-
inflationary effect for the general sample of countries and subgroups of CEE countries and the
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former Soviet Union (with a few exceptions), but the corresponding effect is completely lost for the
countries of Asia and Latin America (it can mean that only complex simultaneous introduction of
all components of the rule of law is anti-inflationary). This feature draws attention to the possibility
of erroneous use of panel data estimates for large groups of countries that may not meet certain
regional characteristics and incline to erroneous recommendations for economic policy. Among
other results, weak signs of accelerating inflation have been observed over time in the CEE
countries and the former Soviet Union, but not in Asia and Latin America. Also in these countries,
inflation does not depend on GDP dynamics. In contrast, in the CEE and former Soviet Union
countries, on average, each percentage point of GDP growth (lag per year) is marked by a 0.3-
percentage-point decrease in inflation.
Keywords: the rule of law, inflation, panel data.
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BEPXOBEHCTBO ITPABA TA IH®JIALIA
Y KPAIHAX 31 CEPEJIHIM PIBHEM JOXO1Y

Anotaunis. [IpoaHanizoBaHo 3B’SI30K MDK JOTPUMaHHSIM HOPM BEpPXOBEHCTBA IpaBa Ta
iHusiero. BukopucroByBanmucst piudi jani 3a nepion 2013—2019 pp. iHmexkcy BepXOBEHCTBA
npaBa Bin HeypsmoBoi opranizamii World Justice Project (WJP) mns 40 kpain Ilentpanbhoi i
Cximaoi €Bponw, konumHboro Pagsacekoro Corosy, Asii i JlaTuHcbK0i AMepuku. 3a J0MOMOToi0
OILIIHOK TepexpecHoi perpecii (Cross-Section) i maHEeabHUX JaHUX 3 BUKOPUCTAHHSIM METOIy 3i
3MiHHOIO cTainoro (anen. a random effects model — RE) emmipu4HO OIliHEHO 3aleKHICTh iHQIIALIT
BiJ okpemux cyoOinnekciB WJIP, mo BpaxoBYIOTh IMIUPOKWH aHATITUYHUN CIEKTpP Pi3HOMaHITHUX
aCIICKTIB BEepXOBEHCTBA mpaBa. OcTaHHIM YacoM IpoOjieMaTHKa BEPXOBEHCTBA IpaBa BCE IIMPILE
BUKOPDHCTOBYETHCS B EKOHOMIUYHUX JOCHIDKEHHsX. llepemyciM 1€ CTOCYETbCS 3alie)KHOCTI
TpaHCaKIIHHUX KOIITIB 1 TOBIPH BiJ MPAaBOBUX YMHHHUKIB, 1[0 Ma€ OE3MOCEPEIHINA BIUIMB HA KOIITH
BUPOOHMIITBA Ta IHQIIALIIO, K 1€ HAMOJIOIIYIOTh MPEJICTABHUKKN HOBOT iHCTUTYLIHHOT mikomu (New
Institutional Economics). Hatomicts exoHoMicTr HeokmacuuHoi rmkoiu (Neoclassical economics)
MEepeBaKHO aHANI3YIOTh BIUIMB MEXaHI3MIB BEPXOBEHCTBA MpaBa Ha (POPMYBaHHS JOBIPU JI0 TAKHX
IHCTUTYTIB, SK HE3AICKHHHA LEHTpAIbHWUN OaHK YW Jep>KaBHUM aaMmiHicTpaTWBHUN amapar. He
Opakye eMIipHYHHX CBiU€Hb, MO AHTUIHQIALIHHUN BIUIMB ILEHTPAJBHOTO OaHKY iCTOTHO
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3aJIe)KUTh BiJI CYMYTHIX YMOB 3 JIOTPUMaHHSM BEPXOBEHCTBa MpaBa. EKOHOMICTH KeHHCIaHCHKOT
mkosu (Keynesian economics) cTBepIKYIOTh, IO BaKJIMBICT MPABOBHX 1 PETYIATOPHUX HOPM
ICTOTHO 3pOCTa€ 3a yMOB HH3BKOi mpoIrieHTHOI craBku (Zero Lower Bound — ZLB), sk e
MpUTaMaHHO OCTaHHIM 4YacoM OiNbIIOCTi MPOMHUCIOBHUX KpaiH. OCKiIbKH aKajeMidyHe TPaKTyBaHHS
BEPXOBEHCTBA IpaBa JOCHUTh IIUPOKE, CTAHOBUTh NMPAaKTUYHUN iHTEpeC BHUBUCHHS BiIMOBIIHUX
MaKpOEKOHOMIYHHUX €(eKTIB y po3pi3i TakuX OKpPEeMHUX KOMIIOHEHT, SK CHUCTeMa MpOTHBar i
CTpUMYBaHb JUIsl ypsdy, O0opoTh0a 3 KOpYMIli€r0, MIATPUMAHHS NPaBOMOPSIKY, €PEeKTHBHICTh
pEryIATOPHUX MexaHi3MiB Tomo. [IpoBemeHe MOCHIKEHHS IOKa3ajo, IO HEMae IIijCTaB
3amepeuyBaTd aHTHIHQISAUIMHWI BIUIMB BEPXOBEHCTBA MpaBa — SIK 3arajioM, Tak i B po3pisi
OKpPEeMHUX KOMIOHEHT, aje OTPUMaHi eMIipUYHI OI[IHKM MOXYTh OyTH Bpa3IUBUMH O arperamii
JaHUX Ta BIAPIZHATHUCS Y PO3Pi3i OKpEeMHX TPYIl KpaiH. SKII0 BUKOPHUCTATH 3arajbHUM iHIEKC Bep-
xoBeHcTBa npaBa WJIP, aHTHIHIALIAHII BIUIMB NPOCTEXYETHCS 1 TS 3aranbHoi BUOipku 40 kpaiH,
i okpeMo st 06ox migrpyn kpain: 1) Lentpansaoi i Cxinnoi €Bponu (LCE) Ta KOIMIIHEOTO
Pagsacekoro Corosy, 2) Asii i Jlatuncekoi Amepuku. Bukopucranns cybinnexcie WJIP mokasye
aHTHIHQISIIAHAN BIUIMB JUIA 3arayibHOi BHOIpkM KpaiH Ta miarpynu kpain L[CE 1 xomaumHBOTO
Pagsacpkoro Coto3y (3a IeKiTbKkOMa BHHSTKaMH), aje BiAMOBIAHUNA €(eKT MOBHICTIO BTPAYAETHCS
s kpain Aszii 1 JlatuHcbkoi AMepuku (1€ MOKE O3HAYaTH, IO AHTHIHQISIUIHHUM € JIHIe
KOMIUIEKCHE OJIHOYACHE 3alPOBAIKEHHS BCiX KOMIIOHEHT BEpPXOBEHCTBA MpaBa). Taka 0coOIUBICTD
MPUBEPTAE YBAry JO MOXKJIMBOCTEH XMOHOTO BUKOPUCTAHHS OI[IHOK NAaHEJIbHUX AaHUX JUIS BETUKUX
IpyIl KpaiH, IO MOXYTh HE BIANOBIIATH OKPEMHM PpeErioHabHUM OCOOJMBOCTSM 1 CXWIISITH 1O
XHOHUX PEKOMEHJAIlill Ui €KOHOMIYHOI MOJITUKH. 3-TIOMDK IHIMX Pe3yJabTaTiB cIabKi O3HAKH
MpHUCKOpeHHs 1H(IANIT 3 yacoM mpocTexyoTecs y KpaiHax L[CE i1 xommmuHboro PaasHcpkoro
Coto3y, ane uporo Hemae y kpainax Asii i Jlaruncbekoi Amepuku. Takox y nux kpainax iHQusmis
He 3anexuTh Big auHaMikd BBII. Hatowmicts y kpainax [{CE i komummaboro Pagsacekoro Coro3y B
CepeHbOMY KOKeH BincoTok 3pocranns BBII (3 marom y pik) mo3HauaeThesi 3HWKEHHAM HOIALIT
Ha 0,3-IPOLICHTHOTO MYHKTY.

Knrouoei cnosa’ BepXxoBEHCTBO NpaBa, IHOIAIIS, MaHEBHI IaHI.
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BEPXOBEHCTBA ITIPABA U UH®JISALIUSA
B CTPAHAX CO CPEJHUM YPOBHEM JOXOJA

Annoranus. [Ipoananu3upoBana cBsi3b MEXy COOIIOICHUEM HOPM BEPXOBEHCTBA MIpaBa U
uHpsnuei. Mcnonb3oBaivch roioBeie AaHHbIe 3a nepuoa 2013—2019 rr. nHaeKca BEpXOBEHCTBA
npaBa OT HENpaBUTEILCTBEHHOW opranm3anuu World Justice Project (WJP) mns 40 crpan
LenTpanbHoii u Boctounoit EBporbl, ObiBiiero Coserckoro Coro3a, A3uu u JIaTHHCKOM AMEpPUKH.
C TnoMOIIBI0 OIIGHOK TEPEKPECTHOW perpeccun (cross-section) M TaHENBHBIX JaHHBIX C
UCIIOJIb30BAaHUEM METOJ]a C TepeMeHHON moctosHHOW (anen. a random effects model — RE)
SMIUPUIECKN OLIEHEHA 3aBUCUMOCTh MHQIIALNN OT OTIACNbHBIX cyOnHIekcoB WIP, yuuTsiBatomye
IIMPOKUI aHAMTHUECKUI CHEKTP pa3HBIX acleKTOB BEPXOBEHCTBAa MpaBa. B mociemHee Bpems
mpoOyieMaTHKa BEPXOBEHCTBA MpaBa BCE IIMPE UCMOIB3YETCS B AKOHOMHUYECKUX HCCIECTOBAHUSIX.
[Ipexxae Bcero 3To KacaeTcsl 3aBHCHUMOCTH TPAHCAKIMOHHBIX CPEJCTB U JOBEPUS OT MPaBOBBIX
(akTOpOB, YTO MMEET HEMOCPEACTBEHHOE BIMSHHUE Ha CPEACTBA MPOU3BOACTBA M MHQIIALIUIO, KaK
3TO OTMEYaeTCs MNPEACTaBUTEISIMA HOBOW HWHCTUTYIUMOHalIbHON 1mkonbl (New Institutional
Economics). 3aro 3kxoHOMHCTHI  Heokiaccmueckod  mkonbel  (Neoclassical —economics)
MPEUMYILIECTBEHHO aHAIM3UPYIOT BIMSHHE MEXaHM3MOB BEPXOBEHCTBA IpaBa Ha (hOpMHUpOBaHHE
JOBEpUs] K TaKUM HMHCTUTYTaM, KaK HE3aBUCHUMBIH LEHTPAIbHBIA OaHK WJIM TOCYAapCTBEHHBIN
aJIMUHUCTPATUBHBIN anmnapaT. JlocTaToOYHO SMIUPUYECKUX CBUACTENIBCTB, YTO aHTUMH(IISIIUOHHOE
BIUSHUE LEHTPAIbHOTO OaHKa CYIIECTBEHHO 3aBHUCHT OT COIYTCTBYIOIIMX YCJIOBUH C
cOOMI0/ICHHEM BEPXOBEHCTBA IpaBa. JKOHOMHUCTHI KeiHcuaHcko# mkoibl (Keynesian economics)
YTBEPKAAIOT, YTO BaKHOCTh IPABOBBIX M PETYISTHUBHBIX HOPM CYLIECTBEHHO BO3PacTaeT B
YCIOBUSIX HU3KOH mpoueHTHOH craBku (Zero Lower Bound — ZLB), xak 3T0 XapakTepHO B
nocieanee BpeMs OOJBLIMHCTBY MPOMBILUICHHBIX cTpaH. [locKonbKy akageMHu4ecKoe TPaKTOBKH
BEPXOBEHCTBA TMpaBa JOCTATOYHO MIMPOKOE, CTAHOBUT NPAKTUYECKHH WHTEPEC U3yUCHHE
COOTBETCTBYIOIINX MaKpPOIKOHOMHUYECKHX I(PPEKTOB B pa3pe3e TAKUX OTICIHHBIX KOMIIOHEHT, KaK
cUCcTeMa NPOTHBOBECOB W CHEPXKEK AJsl MPaBUTENbCTBA, OOprOa ¢ KOppymluuel, moanepKaHus
npasonopsaka, 3(p(eKTuBHOCTh PEryNsaTOPHBIX MEXaHH3MOB W ToMy mnonxoOHoe. IIpoBenennoe
WCCIIeIOBAaHME TI0OKA3al0, 4YTO HET OCHOBAaHWH OTPUIATh AHTHUHQIIAIMOHHOE BIUSHHE
BEPXOBEHCTBA IpaBa — KakK B IEJIOM, TaK U B Pa3pe3e OTAEIbHBIX KOMIIOHEHT, HO IIOJIydCHHBIE
SMIIMPUYECKHAE OLIEHKH MOTYT OBITh YSA3BMMBIMH K arperanyy IJaHHBIX U OTJIMYAThCS B paspese
OTAETBHBIX Tpynn cTpadH. Ecnu wucmonp3oBaTh OOMMH WHIAEKC BEpXOBEHCTBA mpaBa WIJP,
aHTHUHQISIMOHHOE BIMSHUE MPOCIICKUBACTCS U I o0miei Beibopku 40 cTpaH, U OTACIBHO JUTS
obeux moarpymm crpas: 1) [lenrpanshoit 1 Bocrounoit EBponbl (IIBE) u OwiBiiero Coserckoro
Coro3a; 2) Asum u Jlatunckoir Awmepuku. Vcmons3oBanme cyOmHmekcoB WIJP mokaspiBaer
aHTUMH(ISIIMOHHOE BIUSHME Ha OOIIyI0 BBIOOPKY cTpaH M moarpynmsl crpad LIBE u ObiBiero
Cogsetckoro Coro3a (3a HECKOJIBKUMHU UCKIFOUCHUSIMH ), HO COOTBETCTBYIOMUH 3P (PEKT MOIHOCTHIO
TepseTcs s cTpaH Asun U JIaTuHCKOM AMEpHKH (3TO MOXET 03Ha4yaTh, YTO aHTHUHQIIAIHOHHBIM
€CTh TOJIbKO KOMIIJIEKCHOE OJHOBPEMEHHOE BBEJICHME BCEX KOMIIOHEHTOB BEPXOBEHCTBA IIpaBa).
Takasgs 0COOEHHOCTb NPHBIICKAET BHUMAaHUE K BO3MOXKHOCTSIM JIOKHOTO HCIIOJIB30BAHUS OLIEHOK
MaHEIbHBIX JAHHBIX IS OOJBIIMX TPYNI CTPaH, YTO MOTYT HE COOTBETCTBOBATH OT/AEIBHBIM
pPETHOHANBHBIM OCOOEHHOCTSIM U CKJIOHSITh K OIMMOOYHBIM PEKOMEHJAIMSM ISl SKOHOMUYECKON
nomutuku. Cpeau ApYrux pes3ysibTaToB, clladble NPU3HAKM YCKOPEHUS MH(ISIHMU CO BpeMeHeM
npociexuBaiorcs B ctpaHax LIBE u OviBiiero Coserckoro Coro3a, HO 3TOT0 HET B cTpaHax A3WUU H
Jlatunckoit AMepuku. Takke B 3TUX rocyaapcTBax MHGISIIMS HE 3aBUCUT oT auHamuku BBIL. B
CBOIO ouepenn, B rocynapersax LIBE u OviBiero Coserckoro Coro3a B CpeIHEM KaXAbIH IMPOIICHT
pocta BBII (c marom B rof) cka3eiBaeTcsi cCHIbKeHHEeM WHGIAIMU Ha 0,3-TPOLIEHTHOTO IMyHKTA.

Kniouegvle cnosa: BepxoBEeHCTBO NpaBa, MHQIISINS, TAaHETbHBIE TaHHEIE.

JEL Classification C23, E02, E31, K10

®opmyn: 3; puc.: 2; Tadn.: 3; 6uodn.: 30.

1. Introduction. Mostly the connection between the quality of institutions and economic
growth is traced through the mechanisms of protection of property rights, compliance with contracts
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and restriction of corruption, which, in turn, encourages entrepreneurship and investment, and this
directly stimulates economic growth [4, p. 41—58; 11; 30, p. 883—871], including the countries of
CEE and the former Soviet Union [5, p. 5—18; 26, p. 278—289]. In some cases, the importance of
combating violence and prevention of civil conflicts is emphasized, which requires coordinated
action of the prosecutor's office and the judiciary [16, p. 673—685]. Much less attention has been
paid to the impact of the rule of law on maintaining a low-inflation environment, which is usually
considered one of the most important preconditions for sustainable economic growth [3, p. 153—
169; 12, p. 33—49], especially in countries with a long pre-history of price and monetary instability
[10]. It is possible that the influence of the rule of law on economic growth is carried out not only
directly but also indirectly through the reduction of inflation to an acceptable level.

Low inflation may be the result of declining transaction funds, which is directly related to
various aspects of legality and institutional constraints (in a broader sense). Relevant considerations
have been confirmed empirically according to the data of countries with different income levels [1,
p. 7—21; 15; 27, p. 308—322]. In particular, under the conditions of democratic institutions and the
rule of law, the anti-inflationary influence of such institutional decisions as an independent central
bank increases [6, p. 35—61; 15, p. 87—105; 18; 19, p. 407—423; 24, p. 659—687]. At the same
time, there is empirical evidence that the influence of the rule of law on inflation is nonlinear and
may depend on the degree of public control over power [2, p. 351—417]. Taking into account the
legal aspects significantly changes the approaches to the study of factors of inflation in particular
and economic growth in general, eliminating the relevant issues of excessive dependence on
abstract theoretical constructions.

As the Nobel laureate R. Coase aptly noted [8, p. 31—39], until recently most economists
did not notice the connection between the economy and the state of law administration, and
therefore did not take into account the importance of transaction funds. Increased attention to the
means of doing business and the influence of legal factors is an important «bridge» between legal
issues and standard macroeconomic structures, which often do not go beyond the realities of
economic life of the so-called «blackboard economics».

The aim of this research is to study the dependence of inflation on the achieved state of the
rule of law (in terms of a number of sub-indices) for middle-income countries that implement (with
few exceptions) a strategy of catching up economic growth (or convergence to the level of income
of industrial countries). The obtained results can be useful for studying non-monetary factors of
achieving a low-inflation environment as a prerequisite for accelerating the dynamics of GDP, and
at the same time giving a systematic character to the process of forming a legal state, which is
rightly called one of unfinished problems of modern Ukraine [28, p. 22—28].

2. Theoretical commentary. Functional mechanisms that combine the rule of law with
inflation are quite diverse. While economists in mainstream economics emphasize the importance
of choice for market participants (using production functions with a declining return on factors of
production), supporters of the New Institutional Economics prefer to study the features of
transactional funds and trust as a means of better allocation of resources, stimulation of investments
and innovations, and as a result — increase of the equilibrium level of income [29, p. 41—65].
Qualitative legal environment with reliable regulatory mechanisms is considered as a factor of labor
productivity and reduction of means of production, which should lead to lower wholesale and retail
prices. Competition in the market of goods and services has a similar effect [27, p. 308—322].

The dependence of inflation on the rule of law is important in the context of the transition
from relatively closed economies with a number of institutional problems (non-democratic political
system, privileges for government, lack of protection of property rights and equality of citizens
before the law, etc) to more efficient open economies when at the early stages of such a transition,
there is neither the automatism of further transformations, nor guarantees of the irreversibility of the
initiated structural transformations [23].

Neoclassical economics experts do not deny the importance of the rule of law as a factor of
increasing income and deceleration of inflation (due to lower transaction costs), but pay more
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attention to the factors of confidence and expectations of price dynamics, along with means capital
and labor force, which have traditionally been considered the main drivers of economic growth.

As shown by B. Hayo and S. Voigt [17, p. 751—777], the independence of the judiciary
system de facto and confidence in it reduce inflation both directly through an increase in long-term
income (GDP) and indirectly through increased guarantees of central bank independence. To
explain the corresponding functional dependence, a simple model with Phillips curve was used:

U=U" —a(r-7x°), )]

LU, 7)=U +yx°, 2

where U i U” mean actual and «natural» unemployment (%), = and #° — actual and expected

inflation (%), L — standard target function of the central bank, which seeks to find the optimal

balance between unemployment and inflation expectations. The «natural» level of unemployment

reflects the optimal correlation for a given country between the number of people of working age
who enter and leave the labor market.

As the reduction of transaction funds stimulates business activity, in the economy with

higher efficiency of production processes there is a decrease in the «natural» level of

unemployment, which further becomes a factor of reducing the equilibrium value of inflation. In a
somewhat different context, the improvement of the rule of law is accompanied by an increase in

- * - - -
the «natural» level of income (Y ), and, accordingly, a decrease in the so-called «income gap»:

Y —Y*, where Y — is the actual value of GDP. Accordingly, inflation is declining, which creates
the preconditions for lowering the short-term interest rate of the central bank, and this stimulates an
increase in income above some «natural» level, which corresponds to the maximum possible use of
labor and other productive resources and is not accompanied by the acceleration of inflation beyond
the defined optimal target (it can be assumed that the «natural» level of income and «natural»
unemployment characterize the same equilibrium state of the economic system). Thus, the «gap» in
income disappears, but inflation stabilizes at a new lower level.

Hielscher and Markwardt [12] state that even if an independent monetary policy is pursued
in the short term, in a broader sense, long-term confidence in the independent status of the central
bank is weakened by potential vulnerability to political pressure. The rule of law is considered an
important factor of increasing confidence in all government institutions, including the central bank,
along with two other institutional factors — the stability and effectiveness of the government and
democratic accountability.

In economics with weak institutions, institutional constraints on fiscal policy may be more
important for deceleration of inflation [16]. It has been empirically found that as institutional
quality increases, the impact of fiscal constraints on inflation weakens, while the independence of
the central bank retains a stable anti-inflationary impact. One of the mechanisms may be an increase
in budget revenues due to the reduction of space for corrupt practices, which usually have an
inflationary impact [7, p. 225—227; 25, p. 1—17].

The importance of legal factors grows under the conditions of extremely low interest rate
(Zero Lower Bound — ZLB), which in the last decade has proved to be a fairly stable phenomenon
in the post-crisis environment of industrialized countries, and long-term distortions in the labor
market [13, p. 709—742]. Recently Y. Listokin [21, p. 46—80] used the logic of the canonical
Keynesian model of equilibrium in the commodity and money markets IS—LM to explain the
relationship between legal regulators and aggregate demand, which is directly related to price
dynamics. This position is opposed to neoclassical approaches based on microeconomic
dependencies. The mechanisms of the influence of legal factors on prices may differ from country
to country. If for industrialized countries in the state of ZLB a means of generating higher inflation
under the condition of continuing price reductions (deflation) is recommended to weaken
bankruptcy proceedings and antitrust regulators, then for countries with persistent expectations of
inflation everything is just the opposite. Here, strengthening the rule of law in bankruptcy
proceedings is necessary to increase the degree of trust in the lending process, and the fight against
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monopoly — to facilitate the entry of new firms into the market and increase in competition. As a
result, the increase in investment and production volumes should create the appropriate anti-
inflationary pressure.

On the other hand, among industrialized countries there is no lack of evidence that excessive
liberalization of entrepreneurial activity leads to a decrease in labor productivity and the number of
new firms entering the market [13, p. 709—742]. Accordingly, the competition weakens and the
prices of large monopoly companies rise. However, studies for lower-income countries show that
legal protection against political influence contributes to the improvement of both administrative
regulators and conditions for entering the market of new firms [22, p. 1—25]. As found for the CEE
countries in the 1990s, liberalization measures are beneficial for economic growth, and the gradual
transformation of the independence of state institutions on political influence from de jure to de
facto is determined by the degree of achievement of the rule of law [10]. In general, a number of
studies have concluded that the anti-inflationary impact of both the rule of law and the independent
status of the central bank is stronger in countries with weak institutions [9; 20, p. 72—89]. If so, this
implies an increased favorable impact of measures to strengthen the rule of law, especially for
countries like Ukraine, which are in the process of formation of a legal state.

3. Methodology of statistical research. To study the dependence of the dynamics of
economic growth on the rule of law, we used the WJP index, which uses survey data from both
categories of respondents — experts and ordinary citizens. Our study used data from 40 CEE
countries, the former Soviet Union, Asia, and Latin America, which are predominantly middle-
income countries (except South Korea).

The study of the relationship between the rule of law and inflation was conducted in terms
of individual components of the WJP rule of law index: 1) limited government powers, 2) absence
of corruption, 3) order and security, 4) fundamental rights, 5) open government, 6) effective
regulatory enforcement, 7) access to civil justice, 8) effective criminal justice (the value of each of
the sub-indices is in the range from 0 to 1). Virtually each of these components of the rule of law
can be related to price dynamics, although it is natural to assume a different amplitude of such
influence for individual sub-indices.

The following statistical model was used for empirical evaluation:

CPly, = ag+ 0, TIME, +a, AY;,_; +ay LAW, +5i+s;, (3)
where CPl;; — is consumer price inflation (%), TIME; — time variable, AY;; — GDP growth rate of
the country i in time period t (%), LAW, — one of the sub-indices of the WJP rule of law (n =1, 2

, 3... 8), n;, — identifier for an individual country, ¢, — stochastic factor.

The TIME; variable takes into account the possible dependence of inflation on the time
trend. In particular, it is important to identify the presence of a downward trend, which in
industrialized countries under the conditions of ZLB causes concomitant fears of deflation.
Accordingly, there are specific proposals for legal regulators of economic activity, as noted above.

The inclusion of the lag value of GDP dynamics is aimed at taking into account the
comparative influence of aggregate supply and demand factors. If the aggregate supply mechanisms
prevail, as the economists of the institutional school predict, then inflation can be expected to
decrease (o, <0). Instead, in the context of models with the Phillips curve, GDP growth becomes

inflationary (o, > 0), if the dynamics of actual GDP outpaces the growth of some equilibrium (or

«natural») level of this indicator.
In terms of individual WJP sub-indices, the greatest anti-inflationary impact can be expected

from the system of counterbalances and restraints for the government ( LAW“l ), success in the fight
against corruption (LAWitZ), greater transparency of government activities (LAWif) and

compliance with regulatory requirements (LAWit6 ). Since the prevention of corruption depends on

392



the activities of law enforcement agencies, the corresponding sub-index ( LAWit8 ) seems to be no
less important. Less important are the factors of law and order and security ( LAWit3 ), fundamental

rights of citizens (LAWit“) and access to civil justice (LAWit7 ). In all cases, a significant anti-

inflationary impact is expected through the promotion of responsible entrepreneurial activities
within the legal field and the development of civil society institutions (this strengthens trust
mechanisms).

Correlation analysis reveals a fairly close relationship between individual sub-indices, which
also correlate with the overall WJP index (Table 1). The sub-indices of compliance with regulatory

requirements (LAWif) and access to civil justice (LAWit7 ) correlate the most with the general

WJP index (LAW,;, ). The sub-index of fundamental rights of citizens (LAWif' ) is characterized
by the lowest correlation with other indicators. Among the individual sub-indices, the correlation

coefficient is relatively insignificant for effective criminal justice (LAWit8 ) and fundamental
human rights ( LAWit4 ), which is quite expected, as well as opportunities for the protection of civil
rights (LAWit7 ). The correlation between progress in the fight against corruption (LAWitZ) and
access to civil justice (LAWit7 ), on the one hand, and respect for human rights (LAWit4 ), and

transparency in government activities ( LAWit5 ), on the other, is slightly higher.

Table 1
Correlation between WJP sub-indices
LAW, | LAW! | LAW?Z | LAW? | LAW | LAW? | LAWS | LAW,/ | LAW?
LAW; 1,00
LAW; 0,84 1,00
LAW;? 0,86 0,63 1,00
LAW,? 0,89 0,85 0,66 1,00
LAW;/ 0,77 0,83 0,55 0,92 1,00
LAW;? 0,80 0,68 0,57 0,83 0,77 1,00
LAW,? 0,93 0,77 0,88 0,81 0,73 0,68 1,00
LAW,/ 0,91 0,64 0,87 0,71 0,57 0,63 0,91 1,00
LAW; 0,89 0,66 0,85 0,64 0,51 0,58 0,80 0,86 1,00

Source: own calculations.

4. The results obtained. The cross-section regression for the average values of 2013—2019
reveals a clear inverse relationship between the general rule of law index LAW;, and inflation (Fig.
1). The relationship is somewhat weak after eliminating several high-inflation outliers (Fig. 1b), but
remains significant. An increase in the overall LAW,; index by 0.1 is indicated by a decrease in

inflation by 1.6 percentage points. For example, from the increase in the current rule of law index in
Ukraine (0.50) to the level of Poland (0.66) we can expect a decrease in inflation by 2.6 percentage
points, which is half of the domestic official target (5%). Accordingly, there will be opportunities to
reduce interest rates, which should promote economic growth. A sufficiently high value of the
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coefficient of determination R? means that the rule of law factor explains about 30% of changes of

consumer price inflation.

18 -
16 -
14 -
12 4
10 A

R’ =0,2656

y =-22,461x + 17,113
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a) all countries;

0,9

y =-15,966x + 12,54
R?=0,3093

b) without outliers;

Fig. 1. Dependence of inflation on the value of the general WJP index (LAW,;; )

Note: outliers include inflation rates for Belarus, Ukraine, Iran and Egypt.

Source: own calculations.

Among the

individual

sub-indices,

effective criminal justice,

effective regulatory

enforcement, open government and limited governance powers have the most significant impact.
The impact of other sub-indices is less significant, but equally anti-inflationary. In the first
approximation, at least, this does not negate the arguments in favor of an appreciable anti-
inflationary direction of the rule of law. The coefficient of determination of R? is the highest in the
case of effective criminal justice and limited government powers (Fig. 2).
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Fig. 2. Dependence of inflation on the value of WJP sub-indices
Source: own calculations.

Empirical estimates for panel data are given in Tabl. 2. Since the elimination of outliers
improves the statistical characteristics of the estimated regression models, inflation values not
exceeding 12% per annum were used. Based on the Houseman test, a random effects model (RE)
was used. The statistical characteristics of the estimated regression models are slightly worse for the
specification taking into account the data of all countries, but in the specifications for the two
regional samples they are quite satisfactory. For example, for CEE countries and the former Soviet
Union, the included variables account for 25%, and for Asia and Latin America — for 22% of
inflation.

Table 2
Inflation factors (CPI, ) taking into account the general WJP index
Independent Countries of CEE and the former| Countries of Asia and Latin
variables All countries Soviet Union America
Const 8,969 12,065 12,433
9,85™) (9,517 (3,717
TIME; -0,054 0,315 ~0,149
(-0,49) (1,60) (-1,11)
AV 0,063 -0,304 0,125
(1,01) (-2,577) (1,07)
LAW; 9,194 -16,737 -14,155
(2,207 (-2,877) (-2,377)
N 194 86 84
R 0,07 0,25 0,22
Wald 6,09” 17,88 8,437

Note: here and further in parentheses z-values are given; * means statistical significance at the level of 10%; ** at the level
of 5%; *** at the level of 1%.
Source: own calculations.

The obtained results testify to the universal favorable influence of the rule of law as a factor
of deceleration of inflation (the corresponding coefficient is statistically significant at the level of
1%), while the influence of the other two variables reveals a clear regional specificity. Compared
with previous estimates, where the explanatory variable was only the lag value of the rule of law
index [26, p. 188—195], the anti-inflationary impact of the general WJP index also appears for Asia
and Latin America. The tendency to increase inflation over time has been identified for the CEE
countries and the former Soviet Union, while this is not shown by the results for the countries of
Asia and Latin America, as well as estimates for the general samples of all countries. Similarly, the
dynamics of GDP (lag in a year) has an anti-inflationary effect only for the CEE countries and the
former Soviet Union. Among other things, this dependence testifies in favour of the arguments of
New Institutional Economics, as it provides an inverse relationship between the increase in supply
of goods and services and prices.
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Empirical estimates, taking into account the WJP sub-indices, confirm the favorable
influence of the rule of law in all aspects for the general sample of all countries, but estimates for
individual subgroups of countries show significant differences (Table 3). If we use the data of all
the studied countries, it is expected that the most significant influence is exercised by limited
government powers (the corresponding specification has the highest explanatory power according
to the values of R?), but the effective criminal justice factor (R°=18%) is slightly inferior. The
factors of fundamental rights and open government have twice as weak influence. The influence of
the time trend and the lag value of GDP dynamics was not revealed (the corresponding results are
not shown in Table 3).

Table 3

Inflation factors (CPl;; ) taking into account WJP sub-indices

Independent Countries of CEE and the Countries of Asia and Latin

variables All countries former Soviet Union America

LAW.L 12,390 R?=0,19 ~13,653 R=0,31 —2,227 R’=0,05
it (-4,377) (=3,597) (-0,56)

LAW.2 8,143 R’=0,13 9,385 R’=0,22 -0,212 R=0,06
it (-2,66") (-2,347) (-0,05)

LAWS3 7,407 R?=0,17 -5,048 R?=0,17 -0,588 R?=0,06
it (-2,617) . (-1,13) , (-0,14) ;
4 -5,318 R°=0,12 -6,712 R?=0,20 0,429 R°=0,06

LAW; (-2,187) (-1,71) (0,13)

LAW.5 5913 R*=0,17 6,146 R=0,26 5,419 R*=0,12
it (-2,147) i (-1,29) ] (-1,33) ]
6 -9,863 R°=0,13 -8,769 R°=0,21 2,284 R?=0,04

LAW; (=2,377) (-1,47) (0,44)

LAW.7 9,495 R*=0,11 -8,668 R*=0,17 -1,354 R*=0,05
it (=2,417) (-1,44) (-0,26)

LAW.8 -11,726 R’=0,18 15,155 R=0,30 2,001 R*=0,07
it (-3,50™ (=3,54™) (0,40)

Source: own calculations.

For the CEE countries and the former Soviet Union, the significant anti-inflationary impact
of limited government powers and effective criminal justice is confirmed, but among the other sub-
indices, the corresponding inverse dependence is observed only for the absence of corruption and
fundamental rights. In the rest of the specifications, the coefficients for the sub-indices of the rule of
law are negative, but they lack statistical significance. At the same time, for the countries of Asia
and Latin America, the dependence of inflation on the sub-indices of the rule of law was not found
in any of the specifications (moreover, some coefficients even turned out to be positive). This result
is quite unexpected, as the overall WJP index shows the anti-inflationary impact for this subgroup
of countries no less convincingly than for the CEE countries and the former Soviet Union, and leads
to two conclusions.

Firstly, panel data estimates for large groups of countries should be treated with extreme
caution. A significant number of observations help to improve the statistical characteristics of the
estimated regression models, but may create erroneous economic policy implications. For example,
greater efficiency of criminal justice seems to be a significant anti-inflationary factor for the CEE
countries and the former Soviet Union, but not for the countries of Asia and Latin America.
Secondly, the obtained results can be explained by the effect of aggregation. In the case of Asia and
Latin America, this may mean that the anti-inflationary effect is provided only by the integrated
simultaneous introduction of all components of the rule of law, while in isolation it has no effect on
prices.

Differences between the two subgroups of countries are also present in terms of the impact
of the time trend and GDP dynamics. Weak signs of accelerating inflation are observed over time in
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the CEE countries and the former Soviet Union (although the statistical significance of the obtained
regression coefficient depends on the specification), but this is not the case in Asia and Latin
America. Also in these countries, inflation does not depend on GDP dynamics. In contrast, in the
CEE countries and the former Soviet Union, higher GDP growth rates clearly reduce inflation (with
a lag in a year). On average, a higher percentage of GDP growth is reflected in a decrease in
inflation by 0.3-percentage points.

Conclusions. The relationship between the rule of law and inflation has a variety of
theoretical explanations. Representatives of the New Institutional Economics emphasize the
importance of transactional funds and trust as factors in the cost of production of goods and
services. The factor of trust is actively used by economists of the Neoclassical school to explain the
effectiveness of non-monetary (institutional) factors of inflation, which depends on compliance with
the rule of law. Recently, Keynesian school economists have become interested in legal and
regulatory mechanisms as alternatives to interest rate policy in maintaining an adequate level of
aggregate demand.

Estimates of cross-regression and panel data show a favorable anti-inflationary impact of the
rule of law for both the overall group of 40 countries and in terms of both regional subgroups of
countries. The use of WJP sub-indices shows an anti-inflationary effect for the general sample of
countries and subgroups of CEE countries and the former Soviet Union (with a few exceptions), but
is completely lost for Asia and Latin America (this contradicts some earlier estimates). This feature
draws attention to the possibilities of such use of panel data estimates for large groups of countries
that may not meet certain regional characteristics and lead to erroneous recommendations for
economic policy. Among other results, weak signs of accelerating inflation have been observed
over time in CEE countries and the former Soviet Union, but not in Asia and Latin America.
Another feature of the CEE countries and the former Soviet Union is the inverse relationship
between inflation and GDP growth (with a lag in a year). On average, each percent of GDP growth
is marked by a decrease in inflation by 0.3-percentage points.
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