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1. Introduction

Stark cross-country differences in levels of ecommasievelopment have motivated
economists to look for factors that explain the$ieiences. But there is also a historic
dimension; it is only for the past 500 years thatdpe has gained a dominant socio-
economic position, which has gone hand in hand thigrise of capitalism. What has driven
this increasing divergence in the economic fatesoofeties? This chapter focuses on the
efficiency of legal institutions as a major explaoa for the rise of capitalism in Europe and
other parts of the world, including some — butffam all - areas settled and colonized by
Europeans. Specifically, this chapter (i) definad discusses indicators of legal institutions,
(i) surveys the historic, theoretical and empiridarature on the importance of legal
institutions for market-based capitalism and ecoicataevelopment and (iii) presents and
compares different theories of why and how legslitations developed differently across
societies.

Until thirty years ago, economists focused mostiyproduction factors as major
drivers of cross-country differences in GDP peritzapSpecifically, technological progress,
capital accumulation and population growth havenlmmsidered critical factors of growth
in the neoclassical growth theory (Solow, 1956he Endogenous growth theory has focused
on endogenous human capital accumulation as additpyoduction factor and technological
progress and constant returns to scale produatioetibns as additional growth drivers
(Romer, 1990, Aghion and Howitt, 1998). Howeverlyon, economists noted the large
extent to which cross-country differences in leva#leconomic development could not be
explained by production factors. Solow (1957) pednto the residual of more than 80% of
cross-country variation in GDP growth, unexplaithgdlifferences in production factors, and

attributed it to productivity growth. Economistave therefore looked beyond the production
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function and focused on the organization of ecorsmiAdam Smith (1776) already stressed
the importance of private property right protectionspecialization and market exchange
and thus ultimately for innovation and growth. ERY1960, p. 140) pointed to private
property right as “vital for preventing coercioecsiring liberty and enhancing personal
welfare.” Economic historians, such as North ahdmas (1973), have provided first
accounts of the critical role of institutions. TBRarro-style growth regression model has
been used extensively by economists to study th&aeship between institutions and
growth.

However, it is not only economists that have esgalahe divergence in economic
development and the rise of capitalism in Euroestorians, sociologists and
anthropologists have studied the importance oitutgins for economic development over
the past centuries. Going back even further, Jarachond (1997) reviews the past 10,000
years of human history and attributes the succeSsmpe to the East-West geographic
extension of Eurasia as opposed to the North-Sanightation of Africa and the Americas.
The East-West extension along similar climatic ¢ooils allowed an easier spread of plants,
domesticated animals and technology and thus em#idefaster development of Europe and
Asia from hunters to settlers to states, implyingearlier build-up of the necessary
institutions, ultimately explaining why it was Egeans who colonized the Americas and
Africa and not the other way around.

This chapter focuses on the economic approaatstiutions, thus focusing on their
role of supporting markets and exchange betweenogcm agents, overcoming market
frictions. This is somewhat different from the mdagical and legal approaches to
institutions and their role in society. The soagital view of institutions focuses on

interactions between individual within society amddimensions such as normative
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behavior, social codes of conduct and beliefs,ad@tiuctures and relationships and tradition
(Greif, 2006, chapter 1; Smelser and Swedberg, )1994the legal profession, there are
different schools of thought, ranging from traduabists who see law as supra-human, to
realists who see law as manipulated by humansrdarpreting it in the context of public
choice theory (McNollgast, 2007). Increasinglywever, economists have been influenced
by the work in related disciplines. Social coded araditions are seen as important
determinant of institutions and comparative lawdgthas informed the legal origin view of
legal institutions.

Legal institutions comprise a wide array of rul@sangements and actual institutions.
They support commercial transactions among aghatsib not know each other, might not
meet again and can therefore not rely on reputainwhrepeated interaction. We can
categorize legal institutions along several dimemsj whether they are private or public,
information or enforcement based and whether tloeeign relationships between private
agents or between private agents and governm&asent cross-country data collection
efforts have allowed researchers quantifying cefieegal processes and measuring the
efficiency of legal systems. Legal system indicat@ange from very general measures of the
institutional framework over indicators of speciiinstitutional arrangements and political
structures to measures of specific legal procedsuel as contract enforcement or property
registration. These different measures can alsodyged into different concepts of
institutions, ranging from specific rules to a ldeaconcept of the institutional framework as
encompassing both informal and formal institutioha society.

Historic accounts, theory and empirical work halveven that legal institutions have a
first-order impact on the structure and developnoériconomies and have supported the rise

of capitalism in Europe since Medieval times. ICaily, a growing literature has shown the
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importance of property rights for economic develept(Acemoglu, Johnson, and Robinson,
2005b). This is confirmed by a large literaturewing the importance of legal institutions
explaining cross-country and cross-industry vasiatn entrepreneurship, formality,
corporate governance and structure, firm investraadtfirm growth. The experience of the
transition economies over the past two decadesit@derlined the importance that effective
legal institutions play for the successful transfation into a market economy (Beck and
Laeven, 2006). Similarly, a large empirical liten@ has shown the critical role that legal
institutions play in the development and structefrénancial systems, corporate structure
and governance and firms’ investment decisionsgroaith (Beck and Levine, 2005).

If legal institutions are so critical to economevelopment, why do not all countries
adopt sound legal institutions? Different hypottsadsave been put forward to explain the
large cross-country divergence in legal systemityualWhile the social conflict hypothesis
conjectures that the socio-economic distributionesburces and political power determines
formal institutions, including the legal framewotke legal origin view sees today’s legal
institutions as result of legal tradition, whichrmost countries was inherited through
colonization or imitation. Policy choices madérance, the UK and Germany several
centuries ago therefore have critical repercusdimniggal institutions around the world
today. A third hypothesis points to differenttaities of major religions and different
approaches of societies towards individualism @ldtaking as driving institutional
differences across countries.

It is important to point out the limitations of ghsurvey. First, while we will review
the institution and growth literature to the extédt it is relevant for the role and origin of
legal institutions in modern economies, this isacbmplete survey of that literature

(Acemoglu, Johnson and Robinson, 2005b). Thits @ot a complete survey of the
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influence of historical development on today’s emoic outcomes (Nunn, 2009). Second,
reform issues will not be discussed in depth, dalthe extent that they illustrate the
importance of specific legal institutionsThis survey is also related to several othernece
surveys, including on the role of finance in ecomgrowth (Levine, 2005a) and the
importance of corporate governance for economieldgment (Morck, Wolfenzon and
Yeung, 2005).

The remainder of the chapter is structured asvi@loSection 2 defines legal
institutions and presents different attempts atsueag them. Section 3 surveys the historic,
theoretical and empirical literature that showsithportance of legal institutions for
capitalism and economic development. Section dgmts different theories of the
divergence of legal institutions across countrigs$ @mpirical evidence. Section 5

summarizes and looks forward.

2. What are legal institutions and how do we measerthem?

Discussing the importance of legal institutionsuiegs first defining them.
Furthermore, using legal institutions in empiriaark requires having appropriate measures
for them. This section first defines legal ingiibas before discussing different indicators

and measures for them.

2.1. Defining legal institutions

According to North (1990, p.3) institutions are thales of the game in a society or,
more formally, are the humanly devised constrdimis shape human interaction... they
structure incentives in human exchange, whethétigai] social or economic®” Legall

institutions — as subset of the overall instituibintamework — can be defined as rules that



govern commercial relationships between differgeas of the society, i.e. firms,
households, and government. In the broadest skexgse institutions thus support market-
based transactions by defining property rightsatwving for their transfer and protection.
They allow for the writing and enforcing of conttabetween agents that do not know each
other, in a cost-effective manner, thus helpinguwoid hold-up problems. Legal institutions
also provide public goods and govern externaldied third-party effects through providing
coordination mechanisms and resolving collective@agroblems (Rubin, 2005).

When defining legal institutions, one can distirgjubetween several levels, which
are also reflected in the measurement of instisti@as | will discuss below. On the most
general level, “legal institutions” refer to thestitutional framework that underpins
contractual relationships in a society and encosgmmaot only laws and their enforcement,
but also norms and values. On a more specifid,|l@wecan refer to specific institutions that
can be found across the world, such as court sgsteproperty registries. On an even more
specific level, “legal institutions” refer to spécilegal procedures, such as enforcing
contracts or registering property, which can beantadken in a different manner and by
different institutional structures across countries

One specific set of institutions governs the relahip between agents within
corporations. Corporate governance is an impogsed of legal institutions (Morck,
Wolfenzon and Yeung, 2005) that defines the refatgp between investors and managers
and among investors with different stakes in thgpoxations. This relationship can be
defined by public rules and laws, but also rulethinithe corporation as well as norms and
traditions developed over time. One important disien is the distribution of cash-flow
rights on a corporation’s profits, the control tiglover management and how the two relate

to each other. Over time, societies have defihedd relationships in different ways and
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allowed for different corporate forms, such aspenghips, limited liability companies and
publicly traded companies that allow separatiomahagement and ownership. As we will
discuss below, corporate governance institutioss hélp define the boundary between intra-
and inter-firm transactions.

Given the intertemporal character of financial sactions and the high degree of
asymmetric information and the resulting agencylanms, legal institutions play an
especially important role in the financial sect&mong the institutions that financial
economists have focused on are those governingggelationships, such as the rights of
secured and unsecured creditors vis-a-vis borroimeend outside bankruptcy and the rights
of minority shareholders vis-a-vis management dodiinolders, as well as institutions that
help overcome information asymmetries, including gliality of accounting and auditing
frameworks and systems of credit information slearin

One can classify the large number of legal insting along different dimensions.
Specifically, one can distinguish between (i) oigamnd designed institutions, (ii)
information-based and enforcement-based institatiand (iii) private and public
institutions® Critically, one can distinguish between contefiorcement and coercion-
constraining institutions.

Let’s discuss first the difference between infonmatbased and enforcement-based
institutions (Dixit, 2009). On the one extreme \bhe the internal value system, which
might be influenced by social preferences and edutaand bilateral interactions that
govern the behavior of agents and commercial tdioses. Information intermediaries, such
as social networks, trade organizations, crediédus or credit rating agencies are
multilateral institutions that focus on informatierchange, either in a decentralized or more

centralized manner, and that provide a disciplinow by helping agents build (or destroy)
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reputation capital. Enforcement institutions, be other hand, focus on direct, monetary or
non-monetary, punishment as consequence of viglatiles and can be regulatory agencies,
courts and ancillary judicial services, thus mogtliplic institutions'

Another important distinction, which we will udeoughout this chapter is that
between institutions governing commercial relatiops between two private parties and
institutions governing relationships between pevaarties and the government. These are
also referred to as contract enforcement institigti@and coercion-constraining institutions
(Greif, 2005), respectively. Coercion-constrainingtitutions prevent governments from
expropriating private citizens and defaulting oeitltommitments. Contract enforcement
institutions, on the other hand, help resolve displetween private parties. While these two
sets of institutions are certainly not independearh each other, there is not a perfect
correlation, as we will discuss below.

Among contract enforcement institutions, one catirjuish between private- and
public-order legal institutions as well as betweeganic and designed institutions (Greif,
2005). While organic institutions arise endogempast of the repeated exchange of agents,
designed institutions are the result of coordinaeitbns of many individuals or government.
The former can also be characterized as informiallewthe latter as formal institutions.

While the development of human societies from bamdbtribes to chiefdoms and states has
resulted in the development of public legal insitias supporting commercial transactions
between agents that do not know each other, meltdhprivate institutions have also
developed, both complementary and as substitytaekbc legal institutions.

Beyond bilateral organic private-order institutionich are based on reputation and
relationships, multilateral reputation institutioren support market transactions in a wider

range of circumstances and in somewhat broaderatsgkcluding across geographic



10
distances and borders. Multilateral arrangemeatysan punishment by an individual
member against another member who cheated a thitg, glso member of the network,
without being directly negatively affected by theeater (Greif, 2005). The organic character
of these institutions implies that in many casesmmn social, ethnic or cultural norms
provide the conditions for such networks to ariseé anable punishment. Greif (1993)
provides a detailed discussion of the Jewish Mégknaders who traded all over Muslim
dominated Mediterranean in the™dentury and who used each other as agent forthe$
their goods. Based on Law Merchant, a multilatptadishment system, and the expectation
that only members of the network could be hiredgents the Maghibri trader network
survived for many decades.

While organic multilateral private institutions chalp overcome the problem of
asymmetric information, they also have shortcominfgsst, they are not inclusive as they
are limited to members of certain groups with comrhackgroundor common interests and
thus exclude others. Today’s ethnic networks incafare a good example; while helping
their members, they exclude the majority of agenthe economy and therefore undermine
demand for public institutions. Second, organidtitateral private institutions are built for a
specific, static environment, but cannot easilypad@ new and changing socio-economic
circumstances. They “are more likely to arise whaarkets are thin and participants locked
into relationships” (Greif, 2005, p. 732). Dix&(q03) shows theoretically how growth in the
market beyond a certain threshold can lead to bakidown of such networks. Finally, the
initial fixed costs of setting up organic multilea private institutions are low, while the
marginal costs are high; on the other hand, fi@stsare very high for the set-up of formal

legal institutions, while marginal costs are loWhis makes the relative benefit of organic
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private multilateral arrangements decrease asizeeo§the population widens and the
market increases in size and participants.

Unlike organic private institutions, designed ptevastitutions are “intentionally
established by economic agents in response ta jqbiortunities” (Greif, 2005, p. 739).
They are similar to organic private institutionsttaesy rely on socio-economic sanctions by
their members, while they share with public ingtdns the formal rules and the intentional
design and therefore also adaptability. They ibelbusiness associations and self-regulated
stock exchanges, but also private information mtess, such as credit rating agencies and
hotel franchises. The Internet revolution has gitse to new multilateral private institutions
enabling market exchange, such as eBay, an onlicteoa and shopping website, and
Craigslist, a centralized network of online classifadvertisements. The optimal size of
such a private institutions depends positivelylengpeed with which information can be
exchanged; in large networks with slow informatsbraring, violators might be able to
continue in the network before word of their viadatspreads. Internet platforms such as
eBay and Craigslist can therefore sustain a laugeber of participants, as information
exchange is almost instantaneous.

Another important private multilateral legal ingtibn is arbitration, often an
alternative to the public legal system that sob@sflicts between contract parties that have
pre-committed to using the arbitration system. @bteantages for the users are greater
specialization and thus competence of the arbisatbe use of customary law and flexibility
in terms of which legal system to choose. Arbitratvithout the backup by a public court
system, however, is often not feasible, unlesstegjan forces the losing party to comply

with the ruling (Rubin, 2005).
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Compared to private institutions, public orderilgitons use the power of a third
party, the state, to enforce rules and laws. HEreypen as they concern all agents in a
political entity or beyond it in case of internatad legal institutions. As in the case of private
contract enforcement institutions, however, incgdifor this third party, the courts, police
etc., are important. Judges and enforcement alfican be bribed and they can abuse their
power. Limiting the extent to which this happesishe function of coercion-constraining
institutions.

Coercion-constraining institutions govern the tielaships between private citizens
and the government and are therefore an importsis lhor public contract enforcement
institutions as well as laackdrop for private legal institutions. Effectizeercion-
constraining institutions protect private citizegamst unjustified expropriation from the
government. They provide incentives for rulers antbrcement institutions to protect rather
than abuse private property rights. There arectm@iconstraining institutions based on an
administrative structure, or on the absence oftate in the commercial area, such as in
China during most of the Empire (Greif, 2005). heTform of coercion-constraining
institutions can determine the efficiency of pulbdigal institutions. Coercion-constraining
institutions built on the absence of the statenateconducive to the building of efficient
public contract enforcement institutions (Greif03)

Legal institutions are typically very persistefublic legal institutions are especially
difficult to change as this involves large fixedsto Legal institutions are also self-
enforcing if they reflect the socio-economic power distribatin a society and help to
preserve it (see section 4). In addition, inigalate institutions influence the development

of public institutions through the value systemealeped with these initial private institutions
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(Greif, 2005). The persistence of legal institagias also reflected in the classification of

legal systems into Common and Civil Law systeme &&xtion 4).

2.2. Measuring legal institutions

While the legal and early institutional literaturas extensively discussed different
legal institutions and their importance, up urgitently few quantitative measures of legal
institutions and their quality were available. I[gandicators were survey-based responses by
experts to questions such as: “How strong and itigbas the legal system?”or: “what is the
risk of expropriation of private foreign investmdayt government”, compiled by the Political
Risk Services (PRS) or Business Environment Rigkligence (BERIf Such indicators are
typically constructed on a scale of 1 to 6 or 1@ with higher numbers indicating higher
levels of institutional development.

There are several concerns with expert survey-basasgures of legal institutions.
First, they are perception-based and might refleattomes, especially levels of economic
development, rather than institutional inputs, whicould undermine their use in
establishing the relationship between institutiand GDP per capita (Glaeser et al., 2004).
Second, these measures are very broad, encompassimfprmal and informal institutions,
and do not allow any statement about institutioeesfir characteristics. They therefore also
allow limited space for linking empirical findings specific policy recommendations. Third,
the scaling can be rather arbitrary; is the difieeesbetween a four and a five in Rule of Law
the same as the difference between a five and?aFsnally, these measures are based on
responses by experts often focusing on conditionforeign investors, thus affecting only a

small part of the economy (Pande and Udry, 200&stitutional development, as perceived
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by these experts, might therefore not be relevan¢d¢onomic decisions by large parts of the
population in developing countries.

An alternative approach tries to gauge the qualityoercion-constraining political
institutions. The Polity IV measure cdnstraints on the executive is one of the most
frequentlyused indicators of coercion-constraining institn$i®6 While more specific than
the PRS or BERI indicators, they are still base@xpert opinion and do not refer to specific
rules or institutional arrangements.

More detailed measures of political structure drerelative power of different
players focus on specific rules. La Porta et2004), for example, measure the tenure of
Supreme Court justices and the possibilities ofr&mg Courts to judge cases involving
government administrations to construct indicatdnsidicial independence. Beck et al.
(2001) construct indicators of checks and balabesgd on the number of potential veto
players in the political decision proceasd Keefer and Stasavage (2003) show that padlitica
independence of central banks in the conduct ofetawy policy is more likely in countries
with higher checks and balances. Similarly, vofingcedures and average district sizes in
parliamentary elections can have an important@irder effect on economic development
(Persson and Tabellini, 2003).

A third type of institutional data refers to veesific contract enforcement
institutions and their functioning. Since 200@® toing Business initiative at the World
Bank Group has collected data on very specificllpggcedure$. These indicators measure
the time it takes to register a new company or @rypclaims and the registration costs.
They gauge the time and costs of enforcing a stdnmantract and the recovery rate for
creditors in a bankruptcy. Cross-country compditshs ensured by defining standard

situations, such as recovering the amount of a ¢edicheck or evicting a non-paying tenant
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and standard asset size — e.qg. relative to GDEgpeta — for registration of property.
Another and related set of indicators refers tasigdaws on the books protecting the rights
of secured creditors in and outside bankruptcythadights of minority shareholders vis-a-
vis majority shareholders and manageniefthese indicators have also been used to rank
countries according to the ease of doing busined$iave provided impetus for reform
efforts.

Indicators of the political structure and spectdfimensions of the business
environment have the advantage that they measuyespecific institutional arrangements on
a consistent basis, which facilitates cross-coucimparisons. However, they also have
several shortcomings. First, they measure onlyigutut not private institutions. This is
important as Fafchamps (2004) points to the lagkriefate rather than public legal
institutions as characterizing institutional deyeteent (or rather the lack thereof) in Sub-
Saharan Africa. Second, they might reflect de huenot de-facto institutions, as illustrated
very well by McMillan and Zoido (2004) for Peru werdhe Fujimoro regime in the 1990s,
when the country received a perfect score for jatlindependence while corruption was ripe
in the judicial system.

A fourth category of proxies of the quality of &gnstitutions is based on firm- or
household-level data. Firm-level surveys sinceldbe 1990s have included questions on the
perceived quality of the judiciary, the extent thigh the legal system constitutes a constraint
to operation and growth of the enterprise, anditleof expropriation by governmett.

Such micro-data can capture not only cross-cowariation in legal institutions, but also
within-country variation in how legal institutiodfect firms. Schiffer and Weder (2001)
and Beck et al. (2006a) show that these obstaelgsacross firms of different sizes,

ownership and corporate form. There are sevemt@mings to the use of such microdata,
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however. First, they are subjective and mightrrestessarily represent binding constraints on
firms. Second, similar to aggregate survey dagy might be driven by outcomes, such as
firm growth rather than being the driving force mehfirm performance. Nevertheless, using
appropriate econometric models, firm-level assesssna legal institutions have been
widely used to assess the relationship between ilegfgutions and firm performandsee
the next section

Kaufman, Kraay and Zoido-Lobaton (1999) and Kaufpiéraay and Mastruzzi
(2006, 2009) have developed six meta-indicatorasiitutional development, based on a
large array of different institutional indicatoesnong them an indicator of the Rule of Law,
based on more than 40 underlying indicators froer @0 sources. These indicators are
estimates from an unobserved components modeh#isaimes that the observed data on
institutions are a linear function of the unobseriteue” measure of institution's. Country
estimates of institutions therefore come with séadcerrors, which helps underline an
important point often ignored when using such iathes to compare and rank countries:
small differences between countries or changestawerwithin countries might not be
significant.

Using different indicators of legal institutionsalprovides insights into the
persistence of legal institutions. While few iratiors are available for more than ten years,
some studies have collected data for one or femtc@s many years back. Balas et al.
(2009) show that judicial formalism wagyher in Civil Code than in Common Code
countries not only in 2000, but also in 1950. @& ¢ther hand, Mussachio (2008) shows a
reversal in shareholder and creditor rights in Biafer a left-wing military take-over in

1945 and presents evidence that many French CodeCountries had as strong creditor



17
rights as Common Law countries in the earl{! 26ntury, while the opposite holds
nowadays.

Does the variation in the efficiency and qualityedal institutions across countries
matter? Are informal legal institutions substituteisformal legal institutions? Or are they
rather the results of the economic developmentga®iz The next section will discuss
historical and empirical evidence that legal ingtdns — both formal and informal — matter

for modern market economies and the economic dpredat process.

3. Why are legal institutions important for a moden market economy?

Many commercial transactions are sequential,hequid and the quo are temporally
separated. This is especially true for finang@hsactions where the gap between quid and
quo can be years. This provides opportunitie®fa of the parties to renege on her
contractual commitments and can lead to hold-uplpros that increase in the specificity of
assets and relationships. When deciding to reraegarty will compare the benefit of doing
so with the cost, which — in the absence of legsiitutions or plain violence - would be the
loss of future business with the other party.

Informal, bilateral arrangements are only feasibleere is no information
asymmetry, implying geographic proximity and neaiative trading partner. Even today,
the limited choice of available partners can loekmpe into partnerships as McMillan and
Woodruff (1999) report for Vietnam. During mosthlafman history, i.e. except for the last
5,000 years or so, humans lived without formal gevor public legal institutions.
Organizations in bands or tribes did not requirenfal legal institutions as transactions were
repeated and among agents who knew each othehefRRtimans could rely on the logic of

repeated games and reputation.
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Bilateral arrangements break down if markets becthmeg&er, i.e. if contract parties
have alternative partners for future transactitdms,eby reducing the cost of cheating. In
addition, information asymmetries increase as narggw in size and geographic
extension. Therefore, as tribes developed intefdbims and states, the likelihood of
repeated transactions decreased and the needdsttougovern transactions between
strangers arose. As shown by Brown, Falk and gf4), third party enforcement enables
a society to move away from being “a collectiorbbditeral trading islands” to a market with

public offers and one-shot transactions betweemymous trading partners.

3.1. Historic evidence

Adam Smith already stressed that private propé&ghts encourage economic agents
to develop their property, generate wealth, andiefftly allocate resources based on the
operation of markets (1776). The importance opprty rights and legal system efficiency
in the rise of capitalism in the West has been dwmnted by several economic historians.
Among the first, North and Thomas (1973) pointeth®critical role of property right
protection for international trade and economicedeyment in Europe and North America.
Similarly, Rosenberg and Birdzell (1986) pointnstitutions favorable to commerce and the
emergence of the corporation as critical explanatior the rise of Europe and the West.
Engermann and Sokoloff (1997) describe how extraatbercion-constraining institutions
helped secure the entrenchment of the ruling ilitarge parts of Latin America and
undermined the build-up of effective market-supipgrtegal institutions and public
infrastructure, while broad-based coercion-constngi institutions in the Northern part of
the Americas and the resulting private propertiitrigrotection helped develop markets and

ultimately fostered economic development.
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Avner Greif has described the positive effect oftitateral private and public
contract enforcement institutions in the MedievgkA on international trade and economic
development. Merchant guilds, such as based ierakkalian Cities and the Hansa in
Northern Europe, were important institutions tosup international trade expansion in the
11" to 14" century, also known as ti@mmercial Revolution, by overcoming rulers’
commitment problem to not expropriate through tireat of a complete boycott if one
trader’s rights got abused (Greif, 1992). Simylathe Community Responsibility System,
whereby a community was held responsible for the#sdef a single member, was critical not
only to the surge of European trade during thagétibut also to the rise of financial markets,
including the use of letters of credit, today andtrd instrument of international trade credit
(Greif, 2004). But as already discussed abovegrocgprivate multilateral legal institutions
such as the Maghribi Trader network also helpededpnternational trade.

Greif (2006) also argues that the historic absefgeiblic legal institutions in the
commercial area explains why China did not managketvelop a functioning market
economy. While this gap was filled by private leigatitutions, a tradition of coercion-
constraining institutions supporting public contranforcement institutions could not
develop, so that the eventual introduction of clmerconstraining institutions in the early

20" century did not protect private property rightsnfrgovernment abuse and expropriation.

3.2. Legal institutions and the real economy

A growing empirical literature has documented theartant relationship between
efficiency and structure of legal institutions ahd process of economic development. By
documenting this relationship, this literature bl explored the different channels through

which legal institutions help economic development.
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First, in environments where property rights ard defined and protected, people
focus their entrepreneurial energy on innovativieegmeneurship rather than on predation
and other criminal activity (Baumol, 1990). At tb@me time, people have to spend less time
and resources to protect themselves from predatimmit from other private agents or the
government — and can therefore become more pragucne convincing piece of micro-
level evidence to support this hypothesis comas fifreeld (2007) who exploits the staggered
issue of land titles to over 1.2 million Peruviasukeholds between 1996 and 2003 and finds
a significant and large effect of formal propeights on labor supply. Entry barriers into the
formal economy can also have negative repercustmomntrepreneurship by preventing the
entry of new firms and thus ultimately undermineamation and competition. Klapper,
Laeven and Rajan (2006) show that high registratasts impede the entry and growth of
new firms, especially in industries that rely morenew firm entry. Along the same lines,
Fisman and Sarria-Allende (2010) document how emsirictions distort industrial
competition, while Ciccone and Papaioannou (208@ysthat countries with lower entry
regulations see more entry in industries that abgest to expanding global demand and
technology shifts. Berkowitz and Jackson (200@hgare the experience in Poland and
Russia and find that lower entry barriers in Polantlonly led to a higher share of small
enterprises after the start of transition thanusd$ta but also a significantly smaller increase
in income inequality. Using variation in the impientation of a business registration reform
across Mexican municipalities, Bruhn (2008) findsgnificant increase in registered
enterprises as result of lower registration regueets and the introduction of a one-stop
registration process.

Exit barriers can alsprevent theeallocation of assets to themost productive use in

society. The insolvency regime defines how a $paeals with failing corporations -
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whether to restructure or liquidate them — andrithiets of different stakeholders in this
process. The goal of the insolvency process shmeddspeedy, efficient and impatrtial
resolution that maximizes the value of a firm’sedas$y liquidating unviable enterprises and
restructuring the liabilities of viable ones. bality, however, there is a wide variation in
duration, efficiency and recovery rate of insolwepecocedures around the world (Djankov et
al., 2008a). Gine and Love (2010) show that arrefieading to a streamlined bankruptcy
and reorganization procedure in Colombia contribtea more efficient selection of viable
firms into reorganization and non-viable firms itiguidation, thus improving the economy-
wide allocation of assets. But it is not only thes on the books that matter; Claessens and
Klapper (2005) find a higher use of insolvency maures in countries with more efficient
judicial systems. The empirical evidence, howedegs not always point to strong creditor
rights in insolvency as the optimal policy; Achagrad Subramanian (2009) show that
countries with more creditor-friendly insolvencygimes see fewer patents in industries that
rely more on patents. Industries relying morerorovation grow more slowly in countries
with stronger creditor rights.

Second, and related to the first point, the cetyaoh property rights facilitates
investment and ultimately firm growth, as it incsea investors’ confidence that they will be
able to appropriate the returns of their investmdathnson, McMillan, and Woodruff (2002)
show that in transition countries with strong pte/aroperty rights protection entrepreneurs
are more likely to reinvest their profits. SimilarCull and Xu (2005) find for China that
both property right protection and access to cneditter for investment decisions of firms.
Beck, Demirguc-Kunt and Maksimovic (2005) find thath financial and legal constraints
can hold back firm growth, with this effect beirtgosiger for smaller firms and in countries

with less developed financial and legal institusiomhrough their impact on investment,
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legal institutions also impact resource allocationjnfluencing the industry structure of
countries. Industries that rely more on intangdseets, such as patents or trademarks,
whose returns are harder to appropriate and whieelasier to expropriate by competitors,
grow faster in countries with better property righdtection(Claessens and Laeven, 2003).
Similarly, more efficient legal institutions incigathe availability of financing to industries
that need them most and foster the creation ofestablishments in these industries (Beck
and Levine, 2002).

Third, entrepreneurs have higher incentives to vilotke formal as opposed to the
informal economyif their property rights are protected and cortteadorcement allows
them to broaden their market outreach. By pawinng in the formal economy, enterprises
can access broader markets and benefit from pimviestment, so that a higher share of
firms in the formal economy has positive reperaussifor economic growth (La Porta and
Shleifer, 2008). Several cross-country studiesigeempirical evidence for this hypothesis.
Djankov et al. (2002) show that countries with l@ghntry barriers in the form of higher
registration costs have larger informal economilshnson et al. (1997, 1998, 2000) and
Friedman et al. (2000) document the importancéeficontractual framework in explaining
variation in informality across countries.

Fourth, legal institutions can have a critical irpan corporate structure and
governance and ultimately firm size. Specificallgiter legal institutions allow firms to
grow faster by becoming more efficient and expagdireir markets. Laeven and Woodruff
(2007) show that firms in Mexican states with wedkgal institutions are smaller than in
states with strong legal systems. The effectgdllsystem quality is stronger for
proprietorships than for incorporated enterprigsdsch is consistent with theories predicting

that proprietors are relatively more reluctantrieesst in their companies than incorporated
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firms in weak legal environments given the absefaesk diversification possibilities of
such an enterprise. However, legal system effayies also important for the rise of the
limited liability corporation. One of the reasdos cross-country variation in the likelihood
of incorporating is the fact that incorporated frface lower obstacles to their growth in
countries with better developed financial sectors efficient legal systems, strong
shareholder and creditor rights, low regulatorydems and corporate taxes and efficient
bankruptcy processes; it is thus more attractivadorporate in countries with more
effective legal systems (Demirguc-Kunt, Love andksimovic, 2006).

The impact of legal institutions on corporate gonagrce structures of shareholding
companies is also reflected in the valuationsrofigi by outside investors. Claessens et al.
(2000, 2002), La Porta et al. (2002) and Capri@viea and Levine (2007) find a positive
relationship between the protection of minorityref@lder rights and corporate valuation on
the stock exchange. Nenova (2003) shows thatah&at premium stemming from holding
a control proportion of a company’s shares cansbeigh as 50% of firms’ market value and
is higher in countries with less efficient legak®ms, where expropriation by the majority
shareholder is easier, while Dyck and Zingales 42@8e data on sales of controlling blocks
to show the importance of legal institutions, bdebaalternative control mechanisms, such as
media and tax enforcement, to lower the privateebenof controlling a corporation.

Through its impact on governance structures, lgggitutions have a critical impact
on the boundary between intra-firm and inter-firansactions. In societies with better
property protection and contract enforcement, thelldoe more market transactions as
agents can rely on the enforcement of third-paryket exchanges, but also larger
hierarchies and thus larger freestanding enteppsssible (Beck, Demirguc-Kunt and

Maksimovic, 2006b). On the other hand, weak priypeght protection will lead to the rise
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of pyramidal structures (Khanna and Palepu, 200, negative repercussions for
innovation and growth, for several reasons. Hinssocieties where most of the transactions
takes place within (groups) of enterprises, capillacation is also limited to intra-group
allocation, thus reducing aggregate allocativecedficy (Almeida and Wolfenzon, 2005).
Second, a limitation to intra-group transactionsgyoften hand in hand with barriers to entry
and thus competition. Third, there will be lessawation, as the losses for other enterprises
and products arising from innovation might not keemal to the group as would be the case
for most freestanding enterprises (Morck, Wolfenaod Yeung, 2005). Finally, these
negative effects are exacerbated by connectedngnliough banks, especially if they are
part of the group?

Fifth, a very rich literature has shown the impade of legal system efficiency for
financial sector development, both in general, &l respect to specific institutions (Beck
and Levine, 2005). The rights of secured crediémid of minority shareholdehgave been
found to be positively associated with the sizereflit and stock markets across counttfes;
credit information sharing is importafar financial sector deptt: the effect of legal
institutions on financial development can be traitedugh to economic growthi;and more
efficient contract enforcement institutions arecassted with lower interest margins, thus a
higher intermediation efficiency.

The impact of legal institutions on financial seaevelopment has also been
explored on the country-level. Visaria (2009) @xisl subnational variation in the
introduction of new tribunals to resolve large glazontract disputes and finds not only lower
delinquency rates but also lower ex-ante intetasisrfor borrowers of large amounts.
Variation in legal procedures and thus trial dunatacross Indian states can explain variation

in farmers’ access to credit market and growthefrhanufacturing sector (Chemin, 2009b).
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Recent research has also been able to differetigdtecen different institutions. the
transition economies of Central and Eastern Eubgpé lending is more sensitive to reforms
of collateral regimes than bankruptcy refarmin Pakistan better judicial training for judges
has a significant productivity effect, with the uéts of a higher case load for courts and new
firm entry in the real sectdf.

Given the micro-economic evidence for the imporéaotlegal institutions, it is not
surprising that researchers have been able taristkutional quality to economic
development. Using historical data to extracteakegenous component of countries’ legal
institutions, and thus mitigate tikkencerns of reverse causation and simultaneity bias
discussed above, recent work has shown the impartainnstitutions for economic growth.
Hall and Jones (1999), Knack and Keefer (1997)Madro (1995) were among the first
establishing an empirical relationship betweenitutsbns and growth across countries using
aninstrumental variable approach and exogenous cpahairacteristics such as ethnic
fractionalization to extract the exogenous compopoémstitutions. However, the most
convincing empirical analysis so far is by Acemgglohnson and Robinson (2001, 2002)
who combine historical evidence with new data. yrsl@ow that former colonies with
geographic endowments conducive to the rise ofcom@iconstraining institutions that
protect property rights have significantly highevels of GDP per capita today than former
colonies with geographic endowments conducive ¢aife of extractive coercion-
constraining institutions. In transition economig® speed at which market-compatible
institutions were built after the start of tranmitinad a critical impact on growth during the

first post-communist decade (Beck and Laeven, 2006)

3.3. Legal institutions and the international econmy
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Legal system efficiency also has critical repermrssfor the level and structure of
real and financial flows across countries. Lud&®9() was the first to point to the paradox
that capital does not flow to capital-scarce caastwhere the highest returns should be but
rather to capital-abundant countries with low returKhan (2001) explains this with the
lower private appropriation of investment retummgountries with less efficient legal
institutions. This is confirmed by empirical worlklfaro, Kalemli-Ozcan and Volosovych
(2008) show that cross-country differences in tasbinal development are an important
factor in explaining the Lucas paradoxon. SimylaBapaioannou (2009) finds a positive
relationship between the level of institutional diepment and international capital flows.

Cross-country variation in legal institutions h#&soaan impact on international trade
patterns, as both theoretical and empirical wosksteown. This impact comes on top of the
overall positive impact that public contract enfarent institutions have on the level of
international trade, though the effect is econofhjicanaller than one would expétthich
points to the importance of private contract erdatent institutions, as already discussed in
the context of the historic evidence ab8vdncluding differences in the quality of contract
enforcement institutions across countries can gteally reverse predictions about factor
price convergence and gains from tr&ie€Countries with more efficient contract
enforcement institutions can gain comparative athgain industries that depend more on
legal institutions. Using import data at the 4idigdustry level for the U.S., Levchenko
(2007) shows that countries with better developstitutions are more likely to export goods
to the U.S. in industries that rely on a greatenber of inputs. Along similar lines, Nunn
(2007) constructs an indicator of the extent toolteach industry relies on inputs that are
traded on an exchange, reference priced or neitligr the latter conjectured to be more

relationship-specific and thus relying more on legstitutions. He finds that countries with
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more effective contract enforcement institutionpa@x more in industries that rely more on
relationship-specific inputs.

The empirical work cited in this section has adseelsendogeneity concerns using
different econometric techniques, including insteimal variables, such as historic country
traits relating to colonial history. However, whsthe reason that historic country traits such
as legal origin or colonial experience are reldatethe quality of legal institutions today? On
a more basic level, why do some countries have mideetive legal institutions than others?

In the next section, we address this question.

4. Why do legal institutions vary across countries?

If legal institutions are critical for the developnt of economies and for the rise of
capitalism, well-informed policymakers around thebg should focus on constructing such
institutions. In reality, however, we observe igévariation in the design and efficiency of
legal institutions across countries. We can digtish between three broad hypotheses for
such variation-the social conflict, legal origin, and culture veewThese theories refer to
institutions in the broader sense, both formaliaf@'mal, both coercion constraining and
contract enforcing, though they have different eagas.

A fourth hypothesis that has dominated economitkihg until recently is that of
efficient institutions. This hypothesis would ingghat each society adopts the institutions
that meets its needs best (Coase, 1960; Williani@8B5). This builds on one of the most
important principles in institutional economics andhe field of law and economics - the
Coase theorem, which states that as long as pyopgihts are tradable, their initial definition
and distribution is irrelevant as parties can tréudse rights and thus achieve a Pareto

improvement (Coase, 1960). However, such a tregleires a clear definition of rights and a
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mechanism to trade them. In the face of high fxetien costs or the lack of a mechanism to
transfer property rights in a certain and final mamto the most efficient owner, the Coase
theorem will break down. As we will discuss beldle Coase theorem also breaks down on
a higher level on the creation of coercion-constrgj institutions, as one of the parties
involved (the state) is also an interested parthantransfer. The efficient institution
hypothesis has therefore lost appeal asxtanation for cross-country difference in the
efficiency of legal institutions. Informed by hosy, comparative legal studies and sociology,
economists have considered alternative explanatarthe wide cross-country variation in

the efficiency of legal institutions.

4.1. Social conflict theory

The social conflict view, most clearly and elogugfdrmulated by Aceomglu,
Johnson and Robinson (2005b), builds on the preth&ehe institutional framework is
endogenous, imposed by the group with the largagtgal power. De jure political
institutions reflect de facto political institutisithat in turn are driven by resource distribution
in a society. Political institutions are persistes the ruling group will fortify its de facto
political power with the structure of de jure pwitl power. The institutional framework is
therefore not necessarily the most efficient, lativer the reflection of the economic and
political distribution of power, which makes it iekible when new opportunities or
technologies arise. The ruling elite will createizion-constraining institutions that
entrench its powers and dominance, rather tharuhenhs that maximize society’s aggregate
welfare. Critically, negotiated solutions to impecthe institutional framework to increase

aggregate welfare are not possible because wigaersot commit to compensate losers, as
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they will be able to write the rules afterwarddhislis why the Political Coase theorem does
not hold for coercion-constraining institutions eoglu, 2003).

Changes in the political and therefore legal ingbins are only possible under outside
pressure or exogenous shocks, such as new techegldgeases or globalization. One
historic example, discussed by Acemoglu, JohnsdnRabinson (2005b) is the devastating
effect of the Black Death epidemics in the 1340Bumope. The dramatic reduction in the
labor-land ratio increased peasants’ bargaininggoaig-a-vis landlords and started the
decline of feudalism.

Acemoglu, Johnson and Robinson (2005a) apply tbalsoonflict theory to explain
the rapid development of Europe after 1500, a m®teat can be seen as the First Great
Divergence. There was also a divergence withiropeirwith some countries or areas
developing significantly faster than others. Speally, Britain and Netherlands saw more
rapid economic development after 1600 than othent@s in Europe. The access to
Atlantic trade opportunities after 1500 in interantwith initially better institutions explains
the divergence. Specifically, both Britain and iNetands had institutions that allowed
merchants to benefit from the new trade opportesiin the Atlantic and thus gain economic
power. In the case of Britain, the merchants tkednewly found economic power to fight
for greater political power during the Civil War642-49) and the Glorious Revolution
(1688/89). In the Netherlands, the new wealth usesl in the fight for independence from
the Hapsburg Empire. In other countries with Vsttdntic trade opportunities (France,
Portugal and Spain), on the other hand, trade waspolized by the government, with the
gains thus flowing to the crown and further stréeging their economic and political power.

The social conflict hypothesis also finds suppothe colonization experience.

Acemoglu, Johnson and Robinson (2001, 2002) shawdamnomic development across the
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areas colonized by Europeans experienced a greases in the 18 and 18" century, with
areas that were wealthier at the time and duriagrtitial period of colonization losing their
position vis-a-vis areas that were relatively pdoring the initial period of colonization.
They attribute this reversal to two main factoFstst, in areas with disease environments
friendly for colonizers, settler colonies were efished with the necessary institutional
framework for commercial transactions. In area$wostile disease environments, on the
other hand, extractive colonies were establishel ktile if any institutions. Second, the
population density of the colonized areas wascaliin determining the nature of
colonization. Where areas were densely populéitdd,new European immigration took
place; rather the native population was used fareftd labor. The institutional development
during the colonial period persisted even afteepehdence as the new incumbents used the
existing institutional arrangements for their owngoses. Critically, the reversal and
divergence in economic development among colongses after the Industrial Revolution,
as institutions became more important as new tdobes required broad and long-term
investment.

The evidence presented by Acemoglu, Johnson abth&m is complemented by
historic accounts. Engerman and Sokoloff conjecthat climatic conditions across the
Americas provided different conditions for diffetemops and therefore agricultural
organization and productidA. While the climatic conditions in the Northern ganf North
America were conducive to crops such as wheat anmdtbat were best produced by small-
hold farmers, the conditions in the South of th8.land the Caribbean were conducive to
crops that were best grown on large plantationsh) si8 tobacco or cotton. Similarly, large
parts of Spanish America had higher levels of rst@sources and an abundant population

that could be used for forced labor. These diffees had repercussions for the choice of
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agricultural production and immigration policied/hile the U.S. and Canada (as well as
Argentina and Chile) encouraged open immigratiomfiacross Europe, immigration was
restricted in other areas and the focus was onitimgoslaves rather than attracting free
labor. This went hand in hand with colonial goveamts granting monopolies to the ruling
elite. These different policies had implicatioos the political structure and the coercion-
constraining institutions built across differenttgaof the Americas. While the large middle
class arising in the North of the U.S. and Canadad institutions that protected individual
property rights, the enormous inequality in soaore@mic conditions in other parts of the
Americas led to building of extractive institutiotit protected and entrenched the interests
of the elite. This had implications not only farlgic investment, including in education, but
also the process of economic development and ifiegager the following 200 years.
Easterly and Levine (2003) confirm this hypothdsisa large cross-section of countries,
linking different crops that are conducive to diffet agricultural organizations to institution
building.

A related strand of literature relates to the exise and/or dominance of natural
resources in an economy as explaining the lacksiitution building (Sachs and Warner,
2001). Itis generally easier to materialize sterin profits from natural resources such as
oil than from fixed assets such as manufacturiagtsl equipment and machinery, because
proceeds from natural resources depend less areagon of a market, human capital, and
R&D investments. This in turn reduces incentiv@swest in institutions (Besley and
Persson, 2010). Higher natural resource abundzarcéhus increase the share of
entrepreneurs engaged in rent-seeking rather tfomlugtive activities, with negative
repercussions for economic growth (Torvik, 2002he surplus nature of natural resources

allows elites to extract rents and perpetuate gwgro-political power. Beck and Laeven
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(2006) show that variation in the extent of natueslources across transition economies can
partly explain variation in institution buildingtaf 1990, when all these countries faced the
same challenge of building market-compatible infiths. Cross-country regressions have
confirmed this negative relationship between nat@source abundance and the rule of
law?*, control of corruptioff and overall institutional capacity.

Related to the social conflict view is the hypdailehat ethnically fractionalized
societies are more likely to develop extractiveiingons as the ruling ethnic group tries to
cement its dominance over the other group(s) (agusercion-constraining institutions.
Easterly and Levine (1997) show that the ethnictioaalization can explain a large share of
today’s underdevelopment in Africa, while Coffe@Q2) posits that the ethnic and societal
homogeneity in Scandinavia can explain the socenemic success of these countries.

While institutions are persistent, they can ale@bdogenously unstable, as with the
Community Responsibility System in the Medieval Agdready mentioned above (Greif,
1992). This contract enforcement system was suggdny coercion-constraining institutions
reflecting the interests of those benefitting nfosin international trade. As the size of the
network as well as the heterogeneity within the gamities and across communities in
terms of wealth and size increased, the beneftarbe less and less equally distributed
within and across communities and the costs ofigation of community affiliation
increased. Ultimately, the system became a viofiits own success.

Social conflict theory also makes predictions dliba relationship between the
corporate sector and the political elite. In sbegewith more concentrated ownership in the
corporate sector, entrepreneurs will be more likelyvest in political connections to
preserve their privileged position and erect ehariers against potential competitors, a

phenomenon that Morck, Wolfenzon and Yeung (208frto as economic entrenchméht.
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Through political connections, the corporate afitable to influence the development of
legal institutions, ultimately leading to somethihgt Hellman et al. (2000) referred to as
“state capture” in the context of the transitionmamies>

Critically, the social conflict view holds that ao@®n-constraining institutions hawe
first-order effect on economic development andlaites less importance to contract
enforcement institutions. Greif (2005, p. 728)iothat “the ability to effectively supply
designed... contract-enforcement institutions, depemdthe prevailing coercion
constraining institutions...” This is confirmed byethistorical accounts by Malmendier
(2009) that the Roman form of the shareholding camyeveloped in the early — legally
less developed — days of the Roman Republic, wh&ad supported by the political
environment, while it disappeared during the Rofaapire, when the coercion-constraining
environment was not favorable towards such antutgtn, in spite of increasing legal
sophistication. Acemoglu and Johnson (2005) shmat¢oercion-constraining institutions
can explain cross-country variation in GDP per gprhile contract enforcement
institutions cannot. As discussed by Woodruff @0®Gowever, these results might reflect
the accuracy with which these two kinds of inskitas are measured, rather than the
importance of these two types of institutions.

In summary, social conflict theory posits that #fficiency of legal institutions,
especially of coercion-constraining institutiorssthe result of the distribution of socio-
economic resources and power. It also positsitisitutions are persistent and can most
easily be affected and changed by influences aaithid “system”, including technological
innovations, trade or war. The work by Acemoghhrkson and Robinson has started a large
and still growing literature that relates histotiegents to patterns of institutional and

ultimately socio-economic development today. Softde work is on the cross-country or
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regional level, while other work exploits histoand institutional variation within large
countries, such as India or the 3%,

While there is considerable historical and emplirevidence in support of social
conflict theory it has also been criticized. Specifically, geographic endowments, such as
the disease environment or distance from the eguaght have a direct impact on economic
development rather than through institution buddirThis geography view posits that
temperate climates, such as in Europe, North Araenw Australia have the advantage of
higher crop yields, fewer fatal diseases and morelacive temperatures for economic
activity.®* Similarly, being landlocked can have negativeerepssions for accessing other
markets and thus exploit scale economies. Sestrdies, however, show that the effect of
geographic endowments goes through institutiordingl rather than having a direct impact
on economic developmefft. Perhaps most convincingly, Acemoglu, JohnsonRwlsinson
(2002) show that the growth divergence betweettesetihd extractive colonies started with
the Industrial Revolution rather than before, uhiderg the importance of institutions for

sectors that rely heavily on specialization andsttiw of labor.

4.2. Legal origin view

A second view is that the legal tradition adoptgabuntries has a critical impact on
the nature of legal institutions and ultimately momic and societal organizatioh.This
view has been informed by the comparative lawdilee that categorizes legal systems into
several families or traditions as, most importarflgmmon and Civil Law Code systeffs.
While Common Law can be described as decentrabzédttom-up law, code or statute law
is centralized or top-down law. Djankov et al.@30) argue that in constructing their legal

institutions societies face the trade-off betwegdrassing disorder stemming from market
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failure and avoiding government failure and abusry government strong enough to
impose effective public contract enforcement instins is strong enough to abuse them
unless restrained by effective coercion-constraimstitutions. Different legal traditions
have chosen different points along the line of tragle-off. Specifically, European history
has determined the relative trade-off for a fewrtoas and enshrined them in legal tradition,
with repercussions for the rest of the world tleaeived these legal traditions through
colonization or imitation.

But let us step even further back to Roman hist@ifferent approaches to legal
system development can already be observed duonggR history. While Roman law had
developed over centuries on a case-by-case bdgistiag from the needs of a small farmer
community to the needs of a world empire with aalyinor role left for formal legislation,
Emperor Justinian changed this process by codifgiisgting law into the Codex Justinian in
529 AD. This was part of an attempt to not onlyn@late jurisprudence and gain control by
the chief executive over the law- and rule-makingcpss, but also a political attempt at
power concentration. This “Justinian deviationdwever, did not succeed; rather,
jurisprudence continued to shape the law. Oven#xt centuries, European law developed
in a piecemeal manner, with several legal framewaskch as canonical and merchant law
competing with each other.

The Medieval Ages saw a critical difference in poéil structure between England
and France that shaped the development of theit 8gtems> The French Crown wanted
to use the judiciary to unify a politically divideohd strife-ridden country and therefore
adopted a centralized and inquisitor judicial systerhile the English crown could afford a
relatively decentralized judiciary as England welatively more peaceful but also politically

more unified during this period. Therefore, Englaleveloped jury trials as early as th&'12
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century and adopted the Magna Carta with HabeasuSaights in 1215. The legal
development in England in the following centuriemsvdominated by competition between
several court systems, including ecclesiasticghlideudal and mercantile law courts
(Zywicki, 2003). As parties could choose their gkpthe outcome - the adoption of the Law
Merchant into common law — can be considered th&t gificient one.

The 17" and 18' centuries deepened the differences between thetteglitions in
England and the European Continent. English Comlisnwrasserted its independence from
the State during the great conflict between Pasdiatnand the English kings in the"L&nd
17" centuries. While the Crown attempted to reagsaral prerogatives and sell monopoly
rights to cope with budgetary shortfalls, Parliam@omposed mostly of landowners and
wealthy merchants) along with the courts took ide sf the property owners against the
Crown. This political struggle culminated in 168&)en the Stuarts were thrown out and
James | lost his head. Being on the winning site English judiciary gained considerable
independence from the Crown, including lifetimeuenin the 1701 Act of Settlement.
Important consequences of this independence wernetipect for private property in English
law, especially against possible encroachmentsiégdvereign, and for freedom of
contracting.

On the other extreme, Napoleon made a similar att@s Justinian at codifying law,
exploiting the fact that the French judiciary hab on the losing side of the revolution.
Like Justinian, Napoleon sought a code that wadessr, complete, and coherent that there
would be no need for judges to deliberate publdigut which laws, customs, and past
experiences apply to new, evolving situations.irAhe case of Justinian, the French
deviation did not hold for long. Neverthelesstical differences between both legal

traditions survived and were widened in their expoiother countries. Specifically,
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jurisprudence and precedence have a limited ralleariF-rench Civil Code system, while
procedural rigidity is more important. Similartpe judicial approach of the Civil Code
system is inquisitor as opposed to the adversamyoaph of the Common Law system that
requires open arguments. Finally, the role ofjtidge is quite different in the two legal
traditions, with the judge being independent froorernment in the Common Law tradition,
while being seen as an executor of law in the Qisv tradition.

The German and Scandinavian legal systems devekigpadwhat separately, but
were informed by the Common and French Civil Copler@ach. In the case of the German
legal tradition, simultaneously developed in Germakustria and Switzerland, the
development and adaptability of legal systemsastecal element in the respective codes. In
the German Civil Code, for example, several arsicefer to “good faith” (Art. 157 and 242),
and emphasize that the “underlying intention anckim® literal meaning of the word should
prevail” (Art. 133), which allows judges to adaptrtew circumstances and go beyond formal
rules.

The British Common Law tradition was transplanteabad the globe via
colonization, while Napoleon spread his Code thhmug Continental Europe and the French
legal tradition was in turn spread by the FrenaklgBins, Dutch, Spanish and Portuguese to
their respective colonies. The German Civil Coplead through imitation to Japan and
from there to Korea and China. Critically, notytile codes but the legal culture was
transplanted, with important repercussion for lexystem efficiency in the receiving
countries. As shown by La Porta el al. (1997, 398®] Beck, Demirguc-Kunt and Levine
(2003a), the different development of the legalifea had important implications for the

legal institutions. And while there are argumehtst legal systems within the Industrialized
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World have started to converge recently, the diffiees across legal families have been
exacerbated in their export outside Europe.

There are several reasons why transplantationedfiéipoleonic Code to colonies
outside Europe had more detrimental consequenaasaithin Europe. First, the Europeans
rigidly imposed the Code Civil in their colonieseevthough there were — and remain --
serious tensions between the Code and indigenauss vehich impeded the efficient
development of legal institutiort$. Second, while the European nations overcame the
rigidities of the Napoleonic Code, they exportedahtagonism toward jurisprudence and its
reliance on judicial formalism to minimize the ragjudges. They also exported the French
tradition of avoiding open disputes about legadiptetation and the Napoleonic doctrine to
formally inhibit open disputations by judges on himwweigh competing statutes, ambiguous
laws, and past court decisions in deciding newshgalered the development of efficient
legal systems around the world. Third, given tlag@®dleonic doctrine, judges frequently “...
are at the bottom of the scale of prestige amoedeial professions in France and in many
nations that adopted the French Revolutionary ne$pand the best people in those nations
accordingly seek other legal careers” (Merryma6lp. 116). As a consequence, the
legislature will have a tendency to write “brightd laws” to limit the role of the courts.
Once a country adopts the “bright line” approactat® making, it is very difficult to change,
as courts will not be challenged to develop legatedures and methods to deal with new
circumstances thus retarding the development afiefitly adaptive legal systems (Pistor et
al. 2002, 2003).

Legal traditionan Europe have repercussions for both coercionicanghg and
contract enforcement institutions. The politidalisture implied by the Civil Code tradition

foresees a strong executive vis-a-vis a purely@xeg and not-independent judiciary, while
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the Common Law tradition foresees a strong andpeddent judiciary. This is confirmed
when comparing indicators of judicial independeacmss legal families (La Porta et al.,
2004). Similarly, Berkowitz and Clay (2005, 20@607) use the fact that parts of the U.S.
were originally colonized by Civil Code countrissich as Mexico, France or Spain to show
the persistence of legal tradition, as states @ithl Law tradition were less likely to grant
independence to their judiciary in the"™2@entury, provide them with fewer resources, and
have lower-quality courts at the beginning of th& @entury. The flexibility and adaptability
of contract enforcement institutions also vary asriegal traditions. While the French Civil
Code systems rely more on formalistic procedurelsaanjudgments based narrowly on
statutory law, the Common Law tradition embracesedaw and judicial discretion (Djankov
et al., 2003a). Further, litigation against exigtrules and laws helps find the most efficient
outcome (Posner, 1973). Beck, Demirguc-Kunt andrnse(2003b, 2005) demonstrate that it
is this difference in adaptability of legal systerather than judicial independence that can
explain differences in financial sector developmeemd financial constraints reported by
firms.

The effect of legal origin is not limited to legaktitutions, but has had a much
broader impact on the societal organization of enties®’ The approach of the Civil Law
system is policy implementing and socially-condigd private contracting, while Common
Law can be considered dispute resolving and untionéd private contracting. This
difference can even be traced back to differenvsishof philosophy. While Jean-Jacques
Rousseau’s social contract (1762) built on the mfghe state securing freedom, equality and
justice for all, even if against the will of the joiaty, John Locke (1689) started from the
individual and his right to defend his “life, hdaltiberty of possessions”. These different

approaches towards society and policy-making camblserved across a large set of policy
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areas. Entry into the formal economy is subjeechtme cumbersome regulation in Civil than
in Common Law countrie¥* labor market regulation is less employer frieridIZivil Code

countries?©

media freedom is lower in Civil Code countrfésnilitary conscription is more
likely in Civil Code countrie§? and individual liberties and private property tigare more
strongly protected in Common Law countrfdsMahoney (2001) finds a higher growth rate
of Common Law countries over the period 1960 to2l®&n Civil Code countries.

Common law and Civil law also have different amizes to enterprises, with
repercussions for corporate governance (Ahlerirgeakin, 2007). While the Common
law tradition sees an enterprise gaugely private initiative with workers being cordtaal
claimants on its revenues, the Civil Code tradibb@ontinental Europe sees workers as
stakeholders with rights beyond their contractlaihts and employers with obligations
beyond contractual relationships. On an even laolgdel, Pistor (2005) links the legal
origin of the OECD countries with two different medsl of market economies: liberal market
economies where the control rights are on the iddal level and transactions are
undertaken in competitive markets and at arms-keagt coordinated market economies
where control rights are vested to a larger extegtoups and the government and non-
market exchanges have an important role. She thrkslifference between liberal and
coordinated market economies to the respectivé teggdition: Common Law in the case of
liberal and Civil Code in the case of coordinateatket economies.

The legal tradition view has been criticized feveral different reasons. First,
categorization into a few legal families is seemaascrude. For instance, Franks and
Sussman (2005) describe differences in the addipyadfitwo Common law countries: the
United Kingdom and the United States, where inUKefreedom of contracting

predominates the rights of judges, while the revéxdds in the U.S. Berkowitz, Pistor, and
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Richard (2002) stress that the transplant procesx fust whether countries are classified as
having British, French, German, or Scandinaviamllegigins — is important for establishing
well-functioning legal systems. Pistor et al. (2P@escribe the significant differences in the
transplant process in Colombia and Chile, whiclilted in the latter adopting more
appropriate and efficient legal institutions thha former. Second, several authors have
focused on the time variation in legal institutipnéich is not compatible with time-invariant
legal traditions and have suggested that it is gimgnpolitical conditions that determine
institutions (e.g. Pagano and Volpin, 2005). Br{2@07) analyzes the transition of South
Africa from a Dutch to an English colony and shdhat it is the definition of property rights
and thus coercion-constraining institutions rathan changes in contract enforcement
institutions that resulted in improvements in agjtigral productivity and output in the early
19" century.

Beck, Demirguc-Kunt and Levine (2003a) and Levi2@06) conduct a horse race
between the social conflict and the legal origiemwiand show that among former colonies,
both proxies for the social conflict view and legabin dummies can explain cross-country

variation in property right protection and finari@avelopment.

4.3. Culture and religion

A third strand of the literature focuses on cultarad religious differences across
nations driving differences in legal institutiond/eber (1958) attributes the success of Great
Britain and other European countries to the CadtiniReformation and its emphasis on
individual accountability, thus fostering entrepgarship and competition. The more
hierarchical religions, such as Catholicism andrnslon the other hand, are more hostile to

free competition and market exchanges (La Poré €1999). In the 1®century this
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became obvious, when the Catholic Church embraggzbratism as aalternative economic
model to socialism and capitalism that feature@@momy’s organization into vertical
corporations and cartel like structures that preagisompetition from new entrants as well
as wage and price controls (Morck and Yeung, 200%)s model was happily adopted by
several South European dictators in th& @entury, including Mussolini and Franco, as well
as later by several Latin American countries. Bhisuld be therefore also reflected in the
legal institutions developed in countries domindigdlifferent religions or denominations.
La Porta et al. (1999) show that the quality ofgowvnent is indeed higher in Protestant
countries than in countries dominated by Cathalickluslims. The difference in legal
institutions across major religions can also beeoked in the legal institutions underpinning
the financial sector (Stulz and Williamson, 2008).particular, the Catholic Church has
historically taken a negative stance toward thegihg of interest and creditor rights, while
the Qur'an prohibits the charging of interest.cémtrast, the Protestant Reformation
advanced a different religious attitude towardsaffice, whereby the payment of interest was
considered a normal part of commerce, so thatigfisrof creditors were more naturally
emphasized in countries dominated by Protestaigiork. As shown by Stulz and
Williamson (2003), countries with a predominantigtiolic religious heritage tend to have
less developed credit markets and more poorly deeel financial institutions.

Another critical difference across nations is ttiguale towards individualism and
risk-taking. Licht, Goldschmidt and Schwartz (2D8Bow that the variation in the quality of
legal institutions across countries can be pamplaned by variation in societal attitudes
towards assertiveness, venturing and active detatron and individualism, as opposed to
risk avoidance and collectivism. Greif (1994) agplhe distinction between

communalist/collectivist and individualist societi® discuss the different development of
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China and Europe and explains why it was Europegée rise to capitalism, not China.
The absence of the Chinese state in the commarealand the rise of organic communalist
contract-enforcement institutions, influenced by @onfucian ideology that focuses on
informal rather than formal conflict resolutiontimately resulted in an institutional
development that did not provide for the necespablic contract-enforcement institutions
as in Europé’ This is different from the individualistic traifin in Europe, going back to
ancient Greece and early Christianity, which alldwiee establishment of economically
motivated, rather than kin-based private institugio Similarly, the ethnic fractionalization in
many African countries gives rise to segregatedmigcommunalist private legal systems
that prevent the rise of designed private and puégal institutions. The ultimate
consequence is that it is the absence of desigmeatg multilateral legal institutions and not
necessarily the lack of public legal institutiohattexplains the low quality of legal
institutions in many developing countries (Fafchan#004). More than in the other two
views, the culture and religion view sees privatgitutions, both organic and designed, as
critical as they impact the subsequent developmEptblic institutions.

Finally, specific historic events might turn intdraumatic experience for nations,
with long-ranging implications for institutions. wphy (2005) sees the 1720s Mississippi
Bubble with its subsequent banking crisis and hyflation as critical for the negative
French attitude towards the financial sector. Birly, the hyperinflationary experience in
Germany has resulted in a hawkish approach towaaeetary policy deeply entrenched in
Germany for the following 80 years. Malmendier &tafel (2010) show that “depression
babies”, i.e. individuals growing up during the degsion era in the U.S. are less likely to

invest in equity and have overall more risk-avensestment strategies.
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4.4. From the origin of institutions to their impad on economic development

The three explanations discussed above are corgdmiimot exclusive; however,
they have different implications for policy refornigcusing either on coercion-constraining
institutions, public contract enforcement instibuis or on the underlying informal
institutions. All three hypotheses posit the pesice of institutions, though for different
reasons. However, increasing globalization togetlhid the recent IT revolution has
reduced communication costs to almost zero,naigtht have an additional impact (Morck
and Yeung, 2009). Specifically, suppressive coercionstraining institutions might be
easier to challenge in times of globalization amgid information flows, as suggested by
political revolutions in Eastern Europe and Cenfysik in the early years of the2gentury.

The systematic variation of legal institutions whilstoric country characteristics
allows the use of these characteristics as instntaheariables in regressions of real sector
outcomes on indicators of (legal) institutions.eylare exogenous to today’s real sector
outcome, including economic development, and cata@x cross-country variation in
today’s (legal) institutions. At first look, thesariables therefore seem good instruments and
their use will allow us to answer several questi@msthe origin of institutions and on the
channels through which institutions affect realtseoutcomes. Recently, however, doubts
have been raised.

First, as already discussed above, measuremeesitsire been raised. Albouy
(2004) has shed doubts on the Acemoglu, JohnsoRahthson data on settler mortality.
Legal origin dummies have been seen as too rouglsiamplistic. Measuring religion is
complicated by the fact that the dominance of igiat or denomination might not
necessarily be captured by the percentage of poopuileeing nominally registered, but the

intensity of religious practice. In addition, teenight be a high correlation between French
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Legal Origin and the dominance of the Catholic aeimmation, as becomes obvious in the
discussion of corporatism, originally championedfosg Catholic Church, but propagated in
countries both dominated by the Catholic denomimaéind political structures fostered by
the Napoleonic legal tradition.

Second, the exclusion condition, i.e. the conditltat the exogenous characteristics
influence the dependent variable only through tiebogenous variablés hard to test. As
shown by the prolific La Porta et al. group, legagin can explain an array of institutional
arrangements. However, this also disqualifieslleggin as instrument for one specific
institution, since using it as instrument for onstitution might lead to an upwards
coefficient estimate in the second stage if th&umsent is correlated in the same direction
with another omitted institution. This problenmeisacerbated by the fact that the number of
exogenous country traits is limited.

Relating exogenous country traits to the develogroglegal institutions has
therefore helped us understand the origins of Iegstem development. However, there is a
limit to which using these country traits as instents can help us understand the
relationship between legal institutions and reat@eoutcomes and help us even less
unbundling institutions. Other methodologies migatmore helpful, an issue | will pick up

in the last concluding section of this chapter.

5. Implications for policy reform and future research

This chapter surveyed the literature on legal tustins and their importance for
market-based capitalism and economic developmEmit concluding section discusses what
we have learned and where there are still gajp$solpoint to some policy conclusions from

this research program.
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A large literature has shown the importance ofll@gitutions for the real economy.
Coercion-constraining institutions that guaranteeagpe property rights and effective
contract enforcement institutions that resolve beisfin a swift, predictable and fair manner
foster entrepreneurship and investment in the fbemanomy, enhance market exchange and
trade within and between countries and ultimately leconomies grow faster. Less is
known, however, about which institutions matterhi/ Acemoglu and Johnson (2005) have
undertaken a first attempt in disentangling thecfbf coercion-constraining and public
contract enforcement institutions, more work reraambe done. More promising than
cross-country work seem to be in this context cgui@vel studies that allow the study of the
functioning of specific institutions within a coupt best to do when introduced in a
staggered mannér. The shortcoming of such a country-specific appnda the lack of
external validity beyond the country being studi€he can hope that through accumulation
of studies the profession will get to consistesutes. Further, most of the empirical
literature has focused so far on public institusiomhile private contract enforcement
institutions and their interaction with public ingtion have been significantly less explored.
A recent but growing literature has linked socipital to real sector outconf&sbridging
the gap between that literature and the literabarpublic legal institutions will bring us
closer in understanding the relative importance@mrdplementarities of public and private
institutions. New private institutions arising the Internet, such as eBay and Craigslist, are
important to understand in this context. On a nyeneeral level, the faster speed and lower
costs of information transfer and disseminationhitave important repercussions for the
emergence and importance of private legal instihgj an area that certainly will be the focus

of intensive research in the coming years.
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While a large literature has helped us understhadhistoric origins of legal
institutions, including colonial ties, less is knowabout the cultural origins of legal
institutions. This debate has obtained new atterds China has recently been cited as
“counter-example” for the law and development amdore specifically — the law and
finance literature, as it has economically thrivathout the public legal institutions of the
West?” Understanding the interaction between privatemlic legal institutions over time
and across countries is thus not only importanagsessing their relative importance for
economic development, but also for understandiegtigins of legal institutions.

As discussed above, a lot of progress has been madeastructing indicators of
public legal institutions, while there is still sificant gap on measures of private
institutions. Promising in this context seem tcebéerprise and household data. While firm-
level surveys regularly include questions on thecfioning of legal systems from firms’
viewpoint, these questions focus on public ingbng only; expanding the questionnaire to
private legal institutions is important to undenstahe use of both public and private contract
enforcement. Similarly, designing household susvay the use of public institutions and
private arrangements for conflict resolution calphmeake progress in this ar&.

The research discussed in this survey has alscattiépercussions for policy reform
in developing countries. The finding that legatitutions have a critical impact on the
development and structure of economies calls taching a high priority to reforms in this
area. This certainly has been heeded by intemmatmrganization and donors. However, the
experience in transition and developing countrgesell as the literature also provides
important insights into how to reform legal instituns. First, legal institutions have to be
seen in the context of the legal tradition of artop Trying to impose institutions out of a

different legal tradition is not helpful, as Rusfand out the hard way; the short flirt with
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the Common Law tradition did not bear fruits. Afelient focus might therefore be called
for. Take the example of court reform. In spiteh®ir shortcomings and deficiencies, court
systems in the former British colonies still haveasonable reputation. They can rely on a
large body of case law and precedents, from Lorahahother parts of the former British
Empire. What courts in many common-law countmreédfrica are lacking are capacity and
specific skills. The introduction of commercialucts might be helpful in this context. The
situation in most Civil Code countries in Africadgferent, as courts in these countries have
deficiencies along many dimensions and suffer fveny low reputation. In these countries,
establishing alternative dispute resolution systemght be more helpful. Second, in the
absence of external pressures, legal system refanmot happen against the interests of the
ruling elite. Again, the experience of the tralesiteconomies has clearly shown this. In
countries with more entrenched communist elite\ahdre these elites had higher surplus
stakes in the form of natural resource rents, the@®a slower or no development of the
necessary legal institutions for a functioning neakconomy (Beck and Laeven, 2006). A
third important insight from the literature is tl@@intract enforcement institutions cannot be
separated from coercion-constraining institutiovhile the legal and economic literature
has made a distinction between these two typesstifutions (Acemoglu and Johnson,
2005), there is a high correlation and interachetween both of them, even if this is not
always documented in the data. The state canalby fanction as neutral arbiter in disputes
between private agents, if it cannot be held actadl@ through coercion-constraining

institutions (Greif, 2005).
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Endnotes — Chapter 2

! As one example, see Black and Tarassova (2002)éachallenges of legal system
reform in Russia.

% An alternative concept refers to “economic govaned, defined as “structure and
functioning of the legal and social institutionsittsupport economic activity and economic
transactions by protecting property rights, enfogatontracts, and taking collective action to
provide physical and organizational infrastructui@ixit, 2009).

% See Dixit (2009) and Greif (2005).

* Dixit (2009) refers to these different institut®as first-party (value), second-party
(bi- and multilateral private institutions) andrthparty (public institutions).

® For a similar discussion on measuring institutiorese generally, see Woodruff
(2006).

® For a good description of indicators measurinéediint aspects of the institutional
framework, see Kaufman, Kraay and Zoido-Lobator®o@%nd subsequent papers by
Kaufman, Kraay and Mastruzzi (2006, 2009).

’ Specifically, this indicator “refers to the extattinstitutionalized constraints on the
decision-making powers of chief executives, whethéividuals or collectivities”, ranging
from unlimited authority (one) to executive panitysubordination (seven). See Marshall
and Jaggers (2009).

8 For details and data, seevw.doingbusiness.org

°La Porta et al., (1997, 1998) and Djankov et2008b).

1% For details and data, sh#p://www.enterprisesurveys.arg
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1 See Kaufman, Kraay and Zoido-Lobaton (1999) andfiéan, Kraay and
Mastruzzi (2006, 2009) for a detailed discussion.

12 See Caprio, Laeven and Levine (2007), and La Pbojgez-de-Silanes and
Zamarripa (2003).

13 La Porta et al. (1997, 1998).

“Djankov, McLiesh and Shleifer (2007).

15 Levine (1998, 1999) and Beck, Levine, and Loaypfd0).

16 Demirguc-Kunt, Laeven and Levine (2004) and Laewet Majnoni (2005).

1" Haselmann, Pistor and Vig (2010). Not surprisingiven their heavier reliance on
secured lending, foreign bank lending increasesvieyn more.

18 Chemin (2009a).

19 Leeson (2008).

20 See Rauch (2001) for an overview.

21 Costinot (2009), Acemoglu, Antras and Helpman @@hd Levchenko (2007).

22 Engerman and Sokoloff (1997) and Sokoloff and Emge (2000).

23 See Engerman, Mariscal and Sokoloff (2009) andriN@o08).

24 Norman (2009).

25 papyrakis and Gerlagh (2004).

26 |sham et al., (2005).

2" See Faccio (2006) and Braun and Raddatz (2009hédiinancial sector.

28 The role of the oligarchs in Russia is probablg ofithe most illustrative examples
of how the new corporate elite entrenched theiitjposthrough political connections,
culminating the in the dominance of politics bygalichs towards the end of the Yeltsin

government and maybe even beyond that.
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29 See Nunn (2009) for an overview.

%0 Given the high profile nature of the Acemoglu, 3stn and Robinson work, it is
not surprising that their work has been espec@tigely scrutinized. Albouy (2004) sheds
doubt on their settler mortality measure, while&Sker et al. (2004) claim that it is human
capital accumulation rather than institutions et explain cross-country variation in
economic growth.

31 | andes (1998), Bloom and Sachs (1998) and Dianib®@7).

32 Acemoglu, Johnson and Robinson (2002), EastedyLarine (2003) and Rodrik,
Subramanian and Trebbi (2004).

% See La Porta, Lopez-de-Silanes and Shleifer (2208) recent overview.

34 Zweigert and Kotz (1998), Reynolds and Flore8@)9Glendon et al. (1982); and
David and Brierley (1985).

% Dawson (1960), Berman (1983), and Glaeser andf&h{2002).

3 zweigert and Kotz (1998) and Berkowitz, Pistord &ichard (2002).

37 See La Porta, Lopez-de-Silanes and Shleifer (2208)n overview.

% Damaska (1986) and Pistor (2005).

%9 Djankov et al. (2002).

“0 Botero et al. (2004).

“1 Djankov et al. (2003c).

2 Mulligan and Shleifer (2005a,b).

*3 Scully (1992), Beck, Demirguc-Kunt and Levine (38pand Levine (2005b).

4 See also Hamilton (1990).

> See, e.g., Chemin (2009a, b), Visaria (2009),Bmdhn (2008).

¢ See Guiso, Sapienza and Zingales (2006) for a&gurv



" See, e.g., Allen and Qian (2009).

8 See, e.g., Gramatikov et al. (2010).
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