


The
Law-Growth

NEXUS






The
Law-Growth

NEXUS

The Rule of Law and
Economic Development

Kenneth W. Dam

BROOKINGS INSTITUTION PRESS
Washington, D.C.



ABOUT BROOKINGS

The Brookings Institution is a private nonprofit organization devoted to research,
education, and publication on important issues of domestic and foreign policy. Its
principal purpose is to bring the highest quality independent research and analysis
to bear on current and emerging policy problems. Interpretations or conclusions in
Brookings publications should be understood to be solely those of the authors.

Copyright © 2006

THE BROOKINGS INSTITUTION

1775 Massachusetts Avenue, N.W., Washington, D.C. 20036
www.brookings.edu

All rights reserved. No part of this publication may be reproduced or
transmitted in any form or by any means without permission in writing
from the Brookings Institution Press.

Library of Congress Cataloging-in-Publication data

Dam, Kenneth W.

The law-growth nexus : the rule of law and economic development

/ Kenneth W. Dam.
p. cm.

Summary: “Examines the underlying mechanisms through which the
law, judiciary, and legal profession influence the economy. Analyzes
enforcement, contracts, and property rights—the concepts collectively
defining rule of law—and examines their roles in the real estate and
financial sectors. Extended China analysis assesses the importance
of the rule of law”—Provided by publisher.

Includes bibliographical references and index.
ISBN-13: 978-0-8157-1720-1 (cloth : alk. paper)
ISBN-10: 0-8157-1720-2 (cloth : alk. paper)
1. Economic development. 2. Rule of law. I. Title.
HD75.D357 2006
338.9—dc22 2006027764

987654321

The paper used in this publication meets minimum requirements of the
American National Standard for Information Sciences—Permanence of Paper for
Printed Library Materials: ANSI Z39.48-1992.

Typeset in Minion

Composition by Cynthia Stock
Silver Spring, Maryland

Printed by R. R. Donnelley
Harrisonburg, Virginia



Contents

Foreword

Acknowledgments

Why This Book?

Neo and Other Economics 1

Stages in Economic Development Thinking 3

Legal Institutions: The Law and Finance Literature 5
The Dual Aims of This Book 6

Economic Regulation and Corruption 7

Economic Growth: The Big Picture 9

PART I. PERSPECTIVES ON LAW AND
ECONOMIC DEVELOPMENT

1

Where Does the Rule of Law Fit

in Economic Development?

The Content of the Rule-of-Law Concept 16

What Is the Problem that a Rule-of-Law Approach
Addresses? 17

The Role of Foreign Assistance 19

Some Preliminary Questions about Institutions 22

An Advance Look at Some Conclusions 23

Legal Institutions, Legal Origins, and Governance
Common Law 26
Civil Law 29

X

X1

11

13

26



Vi|

Contents

Legal Origins as a Theory of Development 31
Preliminary Questions 35

Some Anomalies 38

Legal Origins and Public Law 45
Governance as an Alternative Theory 49

3  Competing Explanations
Geography 57
Culture 60
Values and Cultural Regions 66
Legal Culture 68

4  Institutions and History

Early European Substitutes for the Rule of Law:
Boycotts and Reputation 72

The Nation-State 76

Predation and the Rule-of-Law Dilemma 77

Legal Evolution in England 78

Assessing the Glorious Revolution 84

Constitutions 86

Nonconstitutional Elements of the Rule of Law 87

PART II. ENFORCEMENT, CONTRACTS,
AND PROPERTY

5 Judiciary
An Effective Judiciary: The Question of “Formalism” 96
Judicial Efficiency 100
Court Decisions as Law 105
Structural Independence 106
Behavioral Independence 111
Administrative Review 118
Legal Origins and Independence of the Judiciary 121

6 Contracts and Property
Long-Term Contracts 124
The Relation of Contracts to Property 128
Property 129

56

70

91
93

123



Contents |

Land

Legal Uncertainty 135

Urban Real Estate 138

Sources of Legal Uncertainty 139

Issues in Titling 141

Transferability: Precedents and Problems 144
Implementation Problems 147

Communal Land 150

Another Look at History 152

From Communal Property to Individual Property 153

PART III: THE FINANCIAL SECTOR

8

Equity Markets and the Corporation

The Corporation in Historical Perspective 163
Advantages of the Corporation Today 167
Legal Origins Analysis of Equity Markets 169
Corporate Governance 177

Dual Class Shares and Pyramids 182

The Blockholder Phenomenon 184

Legal Protection 185

Securities Laws 187

Credit Markets, Banks, and Bankruptcy

The Role of Banks 190

Directed Lending, Crony Capitalism, and Related Lending 191
The Relationship of Creditors Rights and Bankruptcy 194
Secured Credit 198

The Relevance of Legal Origin 204

Economic Development, Law and Finance, and Legal Origin 207
Culture and Religion 209

What Is Meant by a Common Law Origin in Creditors Rights? 210
U.S. Corporate Reorganization Practices 212

A Survey of Developing Countries 213

Policy Implications 215

Credit Registries 218

134

154
163

190

vii



viii

Contents

PART IV: A REVIEW OF SOME KEY THEMES

10  The Implications of a Rule-of-Law Approach

11

to Economic Development

Implementing an Institutional Approach 224
Law and Finance: A Reprise 225

The Judiciary 228

Equity Markets 229

Credit Markets 229

A Personal Caveat 230

A Parting Challenge 231

China as a Test Case

China’s Ranking on a Law and Finance Scale 234

World Bank Rankings 235

The Chinese Economy: Is a Slowdown in Growth Ahead? 237
A Closer Look at the Chinese Growth Record 243
Enforcement and the Chinese Judiciary 247

The Transition in China’s Economic and Legal Structure 255
The Rise of Stock Exchanges and Securities Regulation 260
Corporate Governance 265

Credit Markets 267

Legal and Institutional Reform 268

Guided Evolution? 273

References

Index

221

223

233

279
313



Foreword

We often deal with hard data at Brookings. No statistic about today’s
world is more important and less acceptable than this one: more than 1 billion
people—a sixth of humanity—live on less than $1 per day. The persistence of
global poverty is all the more daunting given how much effort has gone into
promoting inclusive economic growth. In the years after World War II, policy-
makers tried to stimulate development through foreign aid. In the 1980s, they
put their faith in liberalization and economic reform. But since the end of the
1990s, the persistence of global poverty has led many experts to conclude that
we must look beyond neoclassical economics in order to understand the
causes of growth. The “Washington consensus” is looking increasingly wobbly,
while a new belief in the power of institutions is on the rise.

The idea that institutions matter—and in particular, legal institutions—
has attracted a large following among academics and policymakers alike.
Among economists, it has also provoked a highly technical and at times acer-
bic debate over such questions as the relative value of common and civil law.
But to date, the new consensus has not generated much in the way of practi-
cal advice. It tells policymakers that law is important, but it is virtually silent
on what they should do.

With this book, Ken Dam steps confidently and constructively into the
breach. It is difficult to imagine anyone better qualified to do so. A lifelong
student of comparative law and a pioneer in the field of law and economics,
he has served three presidents. He occupied key posts at the Office of Man-
agement and Budget and at the White House and served as deputy secretary
in both the State and the Treasury Departments, which makes his résumé just
about the perfect one for a master of geo-economics.
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At the University of Chicago, he initiated generations of students into the
subtleties of U.S. and foreign law. And he is no stranger to the world of busi-
ness and the global economy, having served for seven years as corporate vice
president for law and external relations with IBM.

Ken is also a long-time member of the Brookings family. In 1964 we had
the honor of publishing his first book, Federal Tax Treatment of Foreign
Income, written with Lawrence Krause. He became a Brookings trustee in
1988 and a senior fellow in 2004, after retiring from full-time teaching at
Chicago. At Brookings, he has been a key participant in the Economic Stud-
ies and Global Economy and Development programs, among other activities.

In The Law-Growth Nexus, Ken offers a penetrating analysis of the law and
finance literature, based on his expertise as both a scholar and a policymaker.
In clear and elegant prose, he explains why legal institutions are important to
economic development and which institutions matter most. But that is far
from being his main goal. Instead, the great contribution of this book lies in
Ken’s determination to help policymakers use this knowledge to foster
growth. By spelling out the concepts that underpin the rule of law—property
rights, contracts, and enforcement—he brings legal institutions out of the
ivory tower and down to earth. By tracing their role in the land and financial
sectors, he identifies the challenges and opportunities facing policymakers
interested in reform. And as a parting salvo, he takes on the greatest contem-
porary challenge to the “law matters” perspective: China’s rapid growth,
despite its manifest failings when it comes to the rule of law. Ken’s work com-
plements the research conducted by Brookings scholars in the John L. Thorn-
ton China Center and the Global Economy and Development program, par-
ticularly the work of Cheng Li on the development of China’s legal system
and civil society and of Wing Thye Woo on poverty and inequality in China.

For all these reasons, we feel fortunate to have Ken as a colleague and to
have the imprimatur of the Brookings Institution Press on this, his latest con-
tribution on a subject of vital importance.

STROBE TALBOTT
President
October 2006
Washington, D.C.
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Why This Book?

Emerson once laid it down as a rule that when friends meet after a
time apart, they should greet each other by asking one question: Has anything
become clear to you since we were last together? The sense of his rule applies
to the subject of the book now in the hands of the reader.

In the last decade the issue of how best to improve the rate of economic
growth of the poorer nations of Africa, Asia, and Latin America has come to
be approached along lines quite different from those in the decades after the
Second World War. Economists in the academy and practitioners in national
and international aid agencies—as well as influential participants in public
debate—now increasingly hold that neither traditional development theory
nor neoclassical economics fully answers the complex problems of economic
development. The ascendant view is that institutions—as the term is used in
what has become known as neoinstitutional economics—matter for eco-
nomic development, and that they do so in a major way.

Neo and Other Economics

An interest in institutions is not new. A movement focused on business enter-
prises, labor unions, and other organizations that flourished in the United
States in the 1920s and 1930s is associated with the names of Thorstein
Veblen and John R. Commons. The movement, which relied heavily on
description rather than mathematics, failed to gain respect among those neo-
classical economists who focused on economic concepts rather than on
organizations. The neoclassical school of economics can be thought of as an
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updated version of the teachings of Adam Smith and later “classical econo-
mists” such as David Ricardo, John Stuart Mill, and Alfred Marshall. Neoclas-
sical economists gradually extended their reach beyond microeconomics (the
initial focus of classical economics) into macroeconomics (involving issues
such as inflation and employment) and even into adjacent social science
fields. When a new focus on institutions—concerned with the way rules, con-
tracts, and property function in the economy—developed in the second half
of the twentieth century, it was called neoinstitutional economics. The objec-
tive of the name was both to distinguish it from the institutional economics
of the prewar period and to contrast it with neoclassical economics.!

Neoinstitutional economics is associated with the names of two Nobel
Prize winners of the 1990s, Ronald Coase and Douglass North. Ronald
Coase’s Nobel citation states that he won the prize “for his discovery and clar-
ification of the significance of transaction costs and property rights for the
institutional structure and functioning of the economy.”> North’s contribu-
tion, according to his Nobel citation, was to renew “research in economic his-
tory by applying economic theory and quantitative methods in order to
explain economic and institutional change.”

North’s influential 1990 work—Institutions, Institutional Change, and Eco-
nomic Performance—used history to illuminate the economic and institu-
tional factors that have driven economic growth since the Middle Ages and
that contribute to economic development in the third world today.* In his
analysis institutions means rules—not just legal rules but social norms and
other determinants of behavior—rather than organizations.

North’s work, like all major intellectual achievements, had antecedents.
Two equally remarkable figures who deserve consideration in the history of
what is now called neoinstitutionalism are Max Weber and Friedrich Hayek.
While Weber, usually thought of as a sociologist, is renown for his work in

1. On the influence of neoclassical and neoinstitutional economics on development pol-
icy, see Meier (2001, pp. 26-28, 37-39).

2. The Bank of Sweden Prize in Economic Sciences in Memory of Alfred Nobel 1991
(nobelprize.org/economics/laureates/1991/index.html). Douglass North described the rele-
vance of Coase’s work to his own in North (1987, p. 419).

3. North shared his Nobel Prize and citation with Robert Fogel, also an economic histo-
rian, who focused on U.S. history. Although the reference in the joint citation to the applica-
tion of “quantitative methods” presumably refers primarily to Fogel’s work, North had pub-
lished several influential quantitative articles. See The Bank of Sweden Prize in Economic
Sciences in Memory of Alfred Nobel 1993 (nobelprize.org/economics/laureates/1993/
index.html). See also North and Wallis (1982) and North (1987).

4. North (1990).
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many fields, two works stand out. The most famous is The Protestant Ethic
and the Spirit of Capitalism, which was a forerunner in considering the rele-
vance of culture to economic growth.® But perhaps more directly relevant to
this book is Law in Economy and Society.®

Perhaps a more immediately important predecessor is Hayek, also a Nobel
Prize winner. He is particularly interesting in the context of any inquiry into
legal institutions because of his focus on legal ideas, well conveyed in the titles
of two of his most ambitious works, The Constitution of Liberty and Law, Leg-
islation and Liberty (published in three volumes).”

Just as North’s work had predecessors, so too many scholars have tried to
expand on his concept of institutions. Dani Rodrik, whose work is relied on
at various points in this book, has written on the various forms that institu-
tional solutions take in different countries. One message of Rodrik’s work is
that there is no single institutional route to economic development.?
Masahiko Aoki, building in part on the experiences of such diverse venues as
Japan, China, and Silicon Valley, has sought to broaden the perspectives of
neoinstitutionalism to include private sector arrangements.” More generally,
Aoki emphasizes relations among institutions as the rules of the game, organ-
izations—the players in the game, including not just governments and pri-
vate parties—and the equilibrium these various players achieve over time
across various domains.*°

Since the purpose of this book is not to expand on the intellectual, histor-
ical, and economic aspects of neoinstitutionalism but rather to unpack its
implications for legal institutions, the focus in later chapters is on the various
legal issues that arise in any effort to spur economic growth through legal
reform.

Stages in Economic Development Thinking

After World War II, and especially during the decades when many former
colonies of Great Britain and France (as well as Belgium, the Netherlands,
and Portugal) won their independence, practitioners in the field of economic
development concerned themselves with the factors that might bring about

5. Weber (1958).
6. Weber (1954).
7. Hayek (1960, 1973, 1976, 1979). See also Mahoney (2001).
8. Rodrik (2000, 2003).
9. Aoki (2000).
10. Aoki (2001).
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economic growth in those former colonies, most of which were quite poor.
Three major stages in economic development thinking can be defined, albeit
with considerable oversimplication and loss of interesting detail.

Initially, during the first few decades, the focus was on the simple eco-
nomic proposition that production was a function of capital and labor. The
poor countries of this time usually had a large supply of labor, with many
unemployed or at least underemployed workers, and capital was scarce.!
What could be simpler than transferring capital to these countries, thereby
presumably increasing production? Economic aid programs in the developed
world and the expansion of World Bank and regional development bank
lending were directed toward this goal.'?

Regrettably, many of the developing countries viewed industrialization as
the primary goal and to that end cut themselves off from international trade
by pursuing import substitution policies while using massive public expendi-
tures to build infrastructure and to subsidize new industries. One unfortu-
nate result was serious inflation in many countries, which in turn (especially
with the fixed exchange rates that were the rule in those days) led to exchange
controls to prevent the currency from depreciating. The exchange controls
further reduced international trade.

The response to these problems, in the second stage of economic develop-
ment thinking, was to apply the insights of neoclassical economic policy, not
just to opening domestic economies to imports and to freeing prices from
controls but also especially to macroeconomic stabilization.!> At the policy
level these goals became embedded in what was called structural adjustment
lending, where loans were made not for projects but for general government
support in exchange for commitments to economic reform, prominently
macroeconomic reform.' The side effect of the focus on economic stability,
however, was perceived to be (and often proved to be) slower economic
growth than had been enjoyed in earlier decades. Emphasis broadened in the
1990s to include so-called microeconomic reforms, including privatization of
state-owned industries and reforms of financial and labor markets.!?

11. Meier (2001, pp. 14-16).

12. Easterly (2001, pp. 27-28).

13. Yusuf and Stiglitz (2001, pp. 229-32).

14. Easterly (2005); Dollar and Svensson (1998).

15. Krueger (2000). Krueger explained that the microeconomic reforms were divided into
two stages: “big picture” reforms such as privatization of state-owned industries and “second
generation reforms” concerned with labor and other markets. See generally Kuczynski and
Williamson (2003) and Lora and others (2004, pp. 24-39).
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The search for new solutions led to an increasing focus on how poorly
many developing country governments functioned and especially on wide-
spread inadequacies, even corruption, of public regulatory bodies and of the
legal system. As this emphasis on the weaknesses of developing country gov-
ernments grew, the intellectual rise of neoinstitutional economics seemed to
provide an answer. Institutions came to matter in this third stage of economic
development thinking. It is with the policy implications of this third stage,
especially insofar as legal institutions are involved, that this book is primarily
concerned.

Legal Institutions: The Law and Finance Literature

Toward the end of the 1990s, a group of economists, specializing in finance
and building upon the emerging emphasis on institutions, conducted cross-
country econometric research to determine what legal rules best contributed
to strength in the financial sector and thereby to economic growth. Their
studies in Law and Finance represented an unprecedented focus on micro-
economic analysis of the influence of legal rules on economic growth.!® Their
seminal work led to an explosion of research by other economists and by
lawyers into the role of legal institutions in economic development.

A major conclusion reached in their studies was that countries whose legal
systems originated in the English common law have enjoyed superior per
capita income growth compared with so-called civil law countries, whose law
is based on European codes, especially those countries whose law is based on
the Napoleonic codes and hence on French law. As this book shows, their
conclusions have drawn criticisms on various grounds, especially because
many civil law countries—not only those in Western Europe but also some
developing countries—have enjoyed superior economic growth and because
many common law countries in the third world have done quite poorly in the
economic growth tables.

Despite such criticisms of these economists’ specific results, the idea that
institutions and especially legal institutions are crucial to the process of eco-
nomic development is now broadly accepted in the academies and in the
research departments of international financial institutions such as the World
Bank. The term “crucial” is not meant to imply, however, that legal institu-
tions are necessarily more important than other aspects of government pol-
icy. Educational and health care institutions have their own crucial roles to

16. See, for example, La Porta and others (1998). For a fuller discussion, see chapter 2.
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play in advancing economic growth. One can say that they complement good
legal institutions in the way that separate fingers of the hand combine to
make for a solid grip; it is pointless to argue over which finger has the high-
est priority.

The Dual Aims of This Book

What has just been said lies behind the dual aims I have set for this book. The
first is to analyze the reasons why legal institutions are important to eco-
nomic development, and what aspects of the law are of particular impor-
tance. The second and related aim is to try to grapple with a task too seldom
addressed—perhaps because it is shot through with slippery imponderables.
The task I have undertaken is to lay out the policy implications and espe-
cially the policy means for following through on the new accent on legal insti-
tutions as a major factor in economic development. In short, the key question
I address is what it means to act on the premise that the rule of law is essen-
tial to economic development.

I bring to the matter at hand the perspective of a law professor in the law
and economics tradition, an early interest in comparative law, and extended
experience as a policymaker at the “nuts and bolts” subcabinet level in three
U.S. administrations between 1971 and 2002. I know through personal
involvement in traditional debates over economic development that it is easy
and convenient for policymakers to call for more economic assistance to dis-
tressed countries and to insist on their adherence to better fiscal and mone-
tary policies. Today it is even easier to deliver sermons about the need for
“good government”—or, to use the current phrase, “better governance.”

I also know that the first instinct of lawyers, which is simply to transplant
world-class legal institutions to developing countries, will most likely pro-
duce little more than a harvest of dead leaves. The institutions important to
development are more likely to bear fruit if they evolve out of roots already
growing in the soil of particular countries. How to do that systematically is,
of course, still well beyond the current state of the art. Nevertheless, despite
the problems and the complexities of the analysis to unfold in this book, there
is an urgent need for policymakers, in both the developed and developing
worlds as well as in the international institutions that are the financial and
technical intermediaries, to grasp the relationship between institutions—
legal institutions in particular—and economic growth. The reason can be
compressed into a single declarative sentence. Parts of the developing world
have ceased to develop. Put differently, per capita incomes are failing to
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increase significantly in all too many countries. And to use a more popular
term, the poor in those unfortunate countries remain trapped in poverty.

Economic Regulation and Corruption

If everything must be treated in a book, nothing can be. To limit the inquiry to
manageable proportions, I have necessarily and regretfully excluded from the
discussion certain topics that fall within the framework of law and institutions.

In rough order of importance, the first topic that is not discussed is eco-
nomic regulation of business, labor markets, land use, and new business for-
mation.'”” The World Bank has focused particular attention on this last
topic—the question of how many, and what kind of, legal steps must be taken
to start a new business. The reasons for this focus can be deduced from two
extracts from a recent World Bank study:

It takes 2 days to start a business in Australia, but 203 days in Haiti and
215 days in the Democratic Republic of Congo. There are no monetary
costs to start a new business in Denmark, but it costs more than 5 times
income per capita in Cambodia and over 13 times in Sierra Leone.
Hong Kong (China), Singapore, Thailand, and more than three dozen
other economies require no minimum capital from start-ups. In con-
trast, in Syria the capital requirement is equivalent to 56 times income
per capita, in Ethiopia and Yemen, 17 times, in Mali, 6 times.

Teuku, an entrepreneur in Jakarta, wants to open a textile factory. He
has customers lined up, imported machinery, and a promising business
plan. Teuku’s first encounter with the government is when registering
his business. He gets the standard forms from the Ministry of Justice,
and completes and notarizes them. Teuku proves that he is a local resi-
dent and does not have a criminal record. He obtains a tax number,
applies for a business license, and deposits the minimum capital (three
times national income per capita) in the bank. He then publishes the
articles of association in the official gazette, pays a stamp fee, registers
at the Ministry of Justice, and waits 90 days before filing for social secu-
rity. One hundred sixty-eight days after he commences the process,
Teuku can legally start operations. In the meantime, his customers have
contracted with another business.'

17. World Bank (2005, p. 108).
18. World Bank (2004a, p. xi).
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In truth, economic regulation has not received the attention it deserves, in
part perhaps because it is often a highly technical subject, with the nature of
regulation differing from sector to sector and from regulatory agency to reg-
ulatory agency, even within a single government. A recent book by William
Lewis, based on the work of the McKinsey Global Institute, argues rather
powerfully that a prime cause of development failure is overregulation.!” He
refers not to typical public utility regulation so well known to economists,
political scientists, and lawyers, but rather to regulation of the minutiae of
everyday business life. To take two examples, Lewis points out that India has
reserved hundreds of products for small-scale producers (which in practice
are so small that they are high-cost producers) and that Indian zoning laws
rule out large retail stores of the kind so well known in the developed world.
Since average per capita incomes are ultimately correlated with productivity
levels, economic regulation is a neglected aspect of legal institutions. (After
all, regulation is usually written into law and often administered by a special
regulatory body with enforcement responsibilities.)

Another problem that I have omitted from this discussion is corruption. It
is a huge subject, and arguably the most important factor inhibiting eco-
nomic development in several countries. World Bank research estimates the
total of annual bribe payments in the world at $1 trillion annually.2° Corrup-
tion is, of course, related to issues of social norms that I do discuss. More
important, corruption can influence the way in which legal rules operate in
practice: “Not only do formal rules matter, but also the institutional environ-
ment in which those rules are applied and enforced,” write three World Bank
economists.?! I have assumed, without attempting to prove, what seems to me
obvious—that honesty and trustworthiness in commercial dealings and an
absence of corruption in dealings with government agencies, including the
judiciary, would be conducive to more rapid economic growth. But honesty
and trustworthiness do not appear to be fully achievable goals for public pol-
icy, although, of course, a legal system may cause dishonest and untrustwor-
thy businessmen to act in a way that they would not act if they were inherently
honest and trustworthy. What the elements of such a legal system are, espe-
cially to the extent that culture and social mores work against the legal system
rather than complementing it, is one of the major themes of this book.

The problem of corruption, however, is a bit different. Although here
too culture and social norms play a role, the legal changes and government

19. Lewis (2004).
20. World Bank (2004b).
21. Kaufmann, Kray, and Mastruzzi (2005, p. 39).
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programs best able to combat corruption are not obvious. Government poli-
cies may themselves invite corruption. For example, the complex require-
ments for starting a business not only invite corruption but in some cases
may indeed have been imposed as a lure for bribes for those who dispense the
needed licenses and permissions. In any event, I have decided to leave the
question of corruption for another day.

To put the case directly, I focus in particular on rule-of-law issues: the pro-
tection of property rights, the enforcement of contracts, and the role of the
judiciary in achieving those goals. And I illustrate the applications of these
institutional questions in a few especially important economic sectors: land
(since most developing countries are primarily agricultural, and legal
improvements such as titling and land registries are common proposals for
reform) and, in keeping with the Law and Finance literature, equity and
credit markets. My hope is that concentrating on this subset of legal issues
will provide a framework for further work on the role of legal institutions in
economic development.

Economic Growth: The Big Picture

Since this book is about economic development, it is best to say straight off
that the overall record of economic growth in the half century from 1950 to
2000 is not to be dismissed as, to use the American vernacular, “peanuts.” In
that period the developed world grew roughly fourfold in real per capita
income and the developing world threefold.?? The “onefold” is a big differ-
ence, certainly not peanuts; it is, of course, necessarily equivalent to average
per capita real incomes in 1950. Yet the growth in the developing world as a
whole was much greater than had been predicted at the outset of the period.?
Moreover, in the 2001-04 period, emerging economies grew two and one-
half times faster than advanced economies, which were plagued by recessions,
and, in Europe and Japan, by uncommonly slow growth.?*

Not least of all, the developing country growth was much better when
viewed from two more points of comparison and contrast. First of all, the
2.3 percent annual per capita growth in the developing world as a whole from
1960 to 2000 was much more rapid than the 0.6 percent growth from 1820 to
1950. Second, and more striking, the developing world’s 2.3 percent growth
in the four decades from 1960 to 2000 exceeded the U.S. growth rate of

22. Maddison (2003).
23. Cooper (2005).
24. “Coming into Flower; Emerging Economies,” Economist, October 16, 2004.
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1.8 percent during the heyday of its pathbreaking development during the
half century before World War I; it was also better than British growth of only
1.3 percent during the half century from 1820 to 1870.%

Still, the variability in growth rates between countries in the developing
world has been remarkably large, with whole regions suffering subpar eco-
nomic growth for long periods. And many countries have in recent decades
experienced a serious slowdown in growth.?

TO RESTATE THE aim of this book, I address the implications of the view,
now in the ascendancy in the academy and many international organizations,
that institutions—and the rule of law in particular—provide the keys to
unlocking the full growth potential of the developing world. Second, I exam-
ine the preconceptions about the role that different legal systems may play in
economic development. The thrust of the analysis is to unpack the still rather
general notions of the kinds of problems that the ascendant view would call
upon developing countries to confront and the legal rules and arrangements
that could be expected to address those problems successfully.

25. Rodrik (2005); Maddison (2001, p. 265, table B-22).
26. Maddison (2002, pp. 36-37).



PART

Perspectives on Law

and Economic Development

Four perspectives that I explore in this first part lay the basis for the detailed
substantive chapters in the remaining parts.

The first chapter concerns the concept of the rule of law itself. Whatever
the value of that concept for lawyers and political scientists, policymakers
and policy analysts will want to know its relevance for economic develop-
ment policy. A further question is how the rule of law fits into the current
focus on institutions.

The second chapter explores the Law and Finance literature that has been
so crucial in popularizing the notion that the origin of a country’s law is
important to the pace of economic development. Since that literature
depends on the distinction between the common law and civil law traditions,
the chapter begins with a discussion of the difference in those two traditions,
emphasizing how they came to dominate the developed world’s law and how,
despite the variety in civil law systems (the French, the German, and the Scan-
dinavian being considered the three “origins” of civil law), the countries in
today’s developing world have nearly without exception either common law
or French law origins. The reader should be aware that the objective of ana-
lyzing the Law and Finance literature is to consider the choices developing
countries have in improving their legal institutions in furtherance of eco-
nomic development.

The third chapter examines explanations other than legal origin for the
difference in rates of growth, especially between the developed and the devel-
oping world. The emphasis is on geography and on culture. Explanations
based on geography usually include temperature, soils, and vegetation, as well

11
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as tropical disease and landlocked location. Under culture the inquiry in this
chapter looks at dimensions such as trust, social capital, social norms, and
religion.

The fourth and final chapter in this part steps back to ask some basic ques-
tions about how today’s developed world achieved the rule of law, imperfect
though it may still be. After all, if the leaders of today’s developing world
should conclude that economic development depends on the quality of their
legal institutions, they would surely be wise to ask themselves how today’s
developed world achieved the rule of law. As the reader will see, it was not
easy. Any thoughtful policymaker will realize, of course, that while the accu-
mulated legal learning of past centuries is certainly helpful, it contains few
recipes that can be directly applied to a particular developing country with its
own special history and institutions.



Where Does the Rule of Law Fit
in Economic Development?

What is this thing we call the rule of law? Advocating the rule of law
as a key to development is much too vague a prescription to be meaningful to
policymakers in developing countries or to foreign assistance agencies in
international organizations and individual developed countries. Before turn-
ing in later chapters to the meaning of the rule of law in particular economic
sectors, it is important to have some sense of the concept’s history and gen-
eral meaning.

The concept has a long history. The rule of law was a preoccupation of
writers in civilizations from Greece to early England and on to the birth of the
American republic. Plato wrote that “the state in which the law is above the
rulers, and the rulers are the inferior of the law, has salvation, and every bless-
ing which the Gods can confer.”! In early England Bracton wrote that the King
was subject to “God and the law.”? John Adams, later president of the United
States, arranged in 1780 to include in the Massachusetts constitution a phrase
that echoes down to today: “Ours is a government of laws, not of men.”> The
phrase was placed front and center in American constitutional law by Chief
Justice John Marshall in 1803 in the fundamental Supreme Court opinion
establishing the power of judicial review, Marbury v. Madison.*

1. Plato (1952, p. 682).

2. The quotation is from Plucknett (1940, p. 5). Issues have arisen about how much of the
work known as Bracton the man known as Henry of Bratton (or Henri de Bracton) really
wrote and what his views on the relation of the king and the law really were (Barton 1993;
Tierney 1963).

3. Bartlett (2002, p. 351). Adams used the phrase in the Boston Gazette in 1774; see Colum-
bia World of Quotations 2824 (www.bartleby.com/66).

4.5U.8.137,163 (1803).
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Today, unfortunately, most rule-of-law discussions are so general and
abstract as to have little direct relevance to the formulation of economic
development policies. Perhaps the rule of law is something that we know
when we see it, as Justice Potter Stewart said of pornography in a U.S.
Supreme Court case involving a motion picture.> My own focus, in develop-
ing the root concept of the rule of law, is on how the protection of property
and enforcement of contracts can contribute to economic development.

One of the reasons for taking this apparently narrow approach is precisely
to avoid the ambiguities of a broader approach involving political liberties,
human rights, democracy, and constitutionalism, even though these ideas
may indeed play a role in economic development, especially if one adopts
Amartya Sen’s approach stressing that development is much more than
higher incomes.® Even if development is measured simply as an increase in
GDP per capita, however, a fuller treatment than permitted by the scope of
this book would have to consider, for example, the evidence that one of the
reasons democracies on the whole grow faster than autocracies is that democ-
racies tend to have stronger institutions.” Any attempt to deal with the indis-
putably important issue of human rights would have to confront the absence
of empirical information on the relation of human rights to economic devel-
opment. Most discussions of human rights are either aspirational or devoted
to the recounting of horror stories about abuses.?

I recognize that even when restricting the discussion to protection of prop-
erty and enforcement of contracts, the rule of law cannot be cabined into a
discussion of property law and contract law. And for one simple reason: A
major threat to protection of property and enforcement of contracts is the
government itself. In earlier times the threat came from the ruler (a king, for
example) who would often act predatorily to take a subject’s property or to
renege on a contract with a subject—say, by failing to repay loans (which were
often advanced in the first place only because of coercion from the ruler).

5. Jacobellis v. Ohio, 378 U.S. 184, 197 (1964), J. Stewart concurring.

6. Sen (1999).

7. Halperin, Siegle, and Weinstein (2005, pp. 58—63). Even the proposition of a correlation
between democracy and growth has been contested, however. A review in 1993 of eighteen
studies, which generated twenty-one findings, revealed that eight found that democracies
developed faster, eight found that authoritarian regimes grew faster, and five found no differ-
ence (Przeworski and Limongi 1993, p. 60). In any event, the form and history of democratic
institutions can be expected to make a difference (Persson 2005). On the impact of a transi-
tion from authoritarianism to democracy, see Rodrik and Wacziarg (2002).

8. For a promising start to producing quantitative information on the relation of human
rights to economic development, see Kaufmann (2004b).
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So even narrowing the subject to the protection of property and the
enforcement of contracts, I still must deal not just with relations between
economic actors in the economy but also with the broader question of rela-
tions between the government and the people. In modern times, the broader
question involves the structure of government, especially the overlapping and
separation of the executive, legislative, and judicial powers.

Similarly, at the other end of a continuum starting from the structure of
government, the core ideas of property and contracts themselves have to be
unpacked. Take property: It is not just a question of real estate—houses and
land. If that were all that were involved, legal restrictions could be focused on
expropriation and on the policing of criminal invasions of private houses
and land. But property is a much broader subject. A share of stock is also
property. Yet who is it who owns a corporation? And who is it who owns the
corporation’s property? Although the subject is protection of property, con-
temporary problems of corporate governance and self-dealing by corporate
officers and directors cannot be avoided. In considering economic develop-
ment in, say, Africa, policymakers must confront the very large questions of
how communal property fits into a modernizing economy and whether tribal
members should be accorded individual property rights.

Just as the protection of property expands into a myriad of issues, so too
the enforcement of contracts explodes into a host of problems ranging from
contracts for sale or use of property to the entire spectrum of financial rela-
tions and instruments. Finance is largely about contracts. To take a simple
example, bank deposits and bank loans are contracts.

In short, the rule of law concerns two spheres of institutions and legal
rules. The first has to do with the state, specifically with the relations among
its structural parts—namely, the executive, the legislature, the judiciary, and
regulatory agencies. Under this first heading an important issue is how those
structural parts relate to the country at large; where economic development
is at issue, the concern is with economic actors in the economy, including not
just human beings but also corporations and other economic entities.

The second sphere has to do with the interactions among those economic
actors. There the focus is on the content of the legal rules, not only subject by
subject but also the ways the rules fit together in a legal system. As discussed
in the next chapter, one highly influential line of research concludes that, at
least in the financial sector, Anglo-American legal rules, originating in En-
glish common law, are superior to civil law originating in continental Europe,
and especially civil law originating in France.

15
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The Content of the Rule-of-Law Concept

Whether the focus of the discussion on the rule of law falls within the first
sphere involving the structure of government and its relation to economic
actors or into the second sphere involving relations among economic actors,
an important question has to do with whether there is something about a
state’s legal system and rules that is a base requirement for regarding it as a
rule-of-law state. In other words, are the state’s actions and its courts gov-
erned by the rule of law?

Many scholars have written at length about the content of the rule of law.
Much of the writing has to do with limitations on the state’s power to perse-
cute individuals. This is, of course, the focus of references to the rule of law
in discussions of human rights. But aside from human rights abuses, the rule
of law is likely to be compromised even in purely private law matters if the
leadership of a country or if privileged individuals can act arbitrarily against
others. Rules applicable between private parties may mean entirely different
things when one of the parties has the power of the state behind it—say,
through political influence (crony capitalism) or corruption. Scholars have
therefore tried to find bedrock principles that must be followed if a rule of
law is to prevail. While the approach in the vast literature of the rule of law
varies, the most basic ideas are:

1. Legal rules should be written down and available to all residents of the
realm: No secret law.

2. Rules should apply, and be enforced, equally and dispassionately for all,
regardless of position or station. Further, the state and the ruler should also
be subject to the law: Nobody is above the law.

3. Individuals have a right to have rules that favor them enforced for their
benefit. In other words, they are entitled to access to justice on a nondiscrim-
inatory basis no matter who they are and who the defendant may be.’

It would be a diversion in this discussion of economic development to go
further, although a great deal of elaboration and extension of rule-of-law
principles is possible. Nonetheless, it should be recognized that a certain
tension exists between these principles and some that are popular in some

9. The reader may wish to consult, to cite just a few of the many fine discussions of the
rule-of-law concept, Fuller (1964), Raz (1983, pp. 210-29), Summer (1999), and Sunstein
(1995, pp. 968—69). See also Cass (2001) and Hayek (1960). See also the 1885 lectures of Albert
Venn Dicey, available in Dicey (1893). For a discussion of the fundamental differences
between the Anglo-American rule of law, the German Rechtsstaat, and the French Etat de
droit concepts, see Rosenfield (2000-2001).
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non-Western nations. For example, Confucian notions that compromise and
conciliation should be promoted over litigation with its up-or-down, winner-
take-all characteristics do not necessarily accord with Western rule-of-law
principles. Similarly, any system, whether it be a military dictatorship or a
communist state, that makes the welfare of the state or the government the
dominant standard is bound to infringe to a greater or lesser extent on rule-
of-law principles. In particular, the rule of law is to be distinguished sharply
from rule by law—that is, the use of legal instruments by those holding power
to impose their arbitrary will.' Finally, many rule-of-law issues are raised in
any state constructed on religious principles where those principles are deter-
mined by a religious hierarchy rather than by democratic processes.

What Is the Problem that a Rule-of-Law Approach Addresses?

One way to start to look at the rule-of-law question is by showing why this
apparently narrow approach has gradually moved to the fore in contempo-
rary discussions of economic development. To do that one must start with
the economic development problem for which legal institutions are increas-
ingly proposed as a partial solution.

As noted already, the stark fact is that many parts of what is optimistically
called the developing world have stopped developing. Between 1973 and 1998
real GDP per person grew only 0.99 percent a year in Latin America and only
0.1 percent a year in Africa (compared with 2.52 percent and 2.07 percent,
respectively, between 1950 and 1973)."! In fact, in many parts of Africa per
capita GDP has actually declined in the last several decades—to the point
where some African nations have made no progress in per capita GDP in the
forty-plus years of independence.

The problem for much of the rest of the developing world is more one of
a slowdown in otherwise promising growth. The remarkable part of the expe-
rience of recent decades is the great diversity among regions and among
countries within regions. During the half century from 1950 to 2000, Asian
developing countries grew fivefold, Latin American nations twofold, the tran-
sition economies (former Soviet Union and Eastern Europe) less than
twofold, and African countries only about two-thirds.'? China has, of course,
experienced spectacular growth, though from a very low per capita level,

10. See, for example, Cooter (1997).
11. Maddison (2001, p. 126, table 3-1a).
12. Maddison (2002, pp. 31-32).
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while a number of sub-Saharan African countries have declined over the half
century, as have a few others, such as Haiti, Cuba, and some oil exporters.'>

On the bright side, some developing countries have done exceedingly well.
Radelet found twenty-one countries whose per capita income growth was at
least as fast in the 1960-2001 period as any currently developed country
(other than Japan) had ever grown over any forty-year period in its entire his-
tory. Moreover, these twenty-one countries include not just the East Asian
Tigers and China but countries in Africa (Botswana, Cape Verde, Egypt,
Lesotho, Mauritius, and Tunisia), the Caribbean (Dominican Republic), and
Asia (India, Indonesia, Sri Lanka, Thailand, and even Pakistan). In contrast,
no Latin American country is on that list.!*

Some regional contrasts are quite remarkable. While most of sub-Saharan
Africa has done very poorly, Botswana—the world’s poorest country in
1950—has grown by more than 5 percent per capita a year in recent
decades.” And of course South Korea presents a startling contrast with
North Korea, despite the common language and the fact that before the
Korean War, the North was the industrialized part of the peninsula. A simi-
lar contrast could be found between West and East Germany before reunifi-
cation, and this contrast continues to some extent even after a decade and a
half of unification.

The Korean and German contrasts are, of course, the most dramatic proof
that institutions matter. But before asking how institutional differences might
explain the other intra- and interregional differences, it is worth observing
that economic history fails to repeat itself, at least over long periods. What is
remarkable about the situation of the developing world over the last several
centuries is that it could hardly have been predicted from its much earlier his-
tory. The developing regions, including some that are suffering from the
recent slowdown, encompassed polities that were once the richest in the
world. Many of the former colonies of European nations have done poorly,
even though before colonization they were comparatively rich. Acemoglu,
Johnson, and Robinson have called this the “Reversal of Fortune.”'¢ Examples
can be readily seen in India, Mexico, and Peru:

13. Cooper (2005).

14. Radelet (2005, table 1).

15. Cooper (2005).

16. Acemoglu, Johnson, and Robinson (2002). For a related discussion of a reversal of for-
tune, see Diamond (2005), which emphasizes environmental factors and, especially, some of
the collective decisionmaking factors (at pp. 427-36) discussed later in this book.
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Societies like the Mughals in India, and the Aztecs and the Incas in the
Americas were among the richest civilizations in 1500, yet the nation
states that now coincide with the boundaries of these empires are
among the poorer societies of today. In contrast, countries occupying
the territories of the less-developed civilizations of North America,
New Zealand and Australia are now much richer than those in the lands
of the Mughals, Aztecs and Incas."”

Though war and disease can explain what happened to groups such as the
Aztecs, the reversal of fortune is noteworthy because while Europe was rela-
tively well off in 1500, the challenge is to explain why some of the then-rich
areas did so poorly while others were able to do well. To pick up the theme of
this book, is the explanation institutional or is there a better explanation?
And if it is institutional, are legal institutions at the heart of the explanation?
Whatever the explanation across the sweep of five centuries, it is, of course,
more directly relevant to explain what has happened during the postcolonial
period, particularly for those countries that became independent only after
World War I1.

The Role of Foreign Assistance

To the differential but generally disappointing record of the last few decades
must be added a growing perception that aid—foreign development assis-
tance—has not contributed significantly to improving growth rates. To some
extent, economic studies have strengthened this perception. Perhaps the most
influential article was by Burnside and Dollar, published in 2000. Their
econometric analysis led to somewhat pessimistic conclusions about how
much difference foreign assistance had made in the developing world: “Con-
sistent with other authors, we found that on average aid has had little impact
on growth. . . ”'® But the paper also had an optimistic aspect, and conse-
quently their article was widely cited for their additional conclusion that aid
can make a difference in countries that follow good policies.

A variety of articles, especially in the press and in foreign assistance agency
publications, cited Burnside and Dollar for the proposition that aid can be
made to work and therefore that foreign assistance budgets should be

17. Acemoglu, Johnson, and Robinson (2004, p. 21).
18. Burnside and Dollar (2004, p. 864).
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increased. Less than two years later, in 2002, President George W. Bush pro-
posed a U.S. Millennium Challenge Account that would increase U.S. aid by
50 percent, with the increase going to those countries able to demonstrate
that they followed good policies.*

Subsequent econometric analysis has thrown some doubt on even the
modestly optimistic Burnside and Dollar results. A study by Easterly, Levine,
and Roodman used additional data based on alternative definitions of aid,
good policy, and growth, as well as alternative time periods, to test the Burn-
side and Dollar results. According to an advance summary by Easterly, their
study found “no support for the conclusion that ‘aid works in a good policy
environment.” Easterly did concede that in some cases foreign assistance had
been “strikingly successful” but added that there were also “numerous exam-
ples of aid failing.”? The full article by Easterly, Levine, and Roodman was
more circumspect in its conclusions. It avoided arguing that policies made no
difference but rather concluded that adding additional data to the earlier
Burnside and Dollar study “raises new doubts about the effectiveness of aid
and suggests that economists and policy makers should be less sanguine
about concluding that foreign aid will boost growth in countries with good
policies.”! A response by Burnside and Dollar merely said that a conclusion
that “aid has no effect on growth in all environments” would be “too negative
a conclusion to draw,” citing theoretical considerations and case studies to
support their original conclusion.?

Even assuming that Easterly and his colleagues are correct that good poli-
cies alone cannot make foreign assistance work to improve economic growth,
it is still possible that the quality of government itself and specifically the
quality of legal institutions can make a difference, indeed a systematic differ-
ence. The “good policies” referred to in the debate were “good fiscal, mone-
tary, and trade policies.”? But that leaves open the possibility that good insti-
tutions, as opposed to macroeconomic policies, can make a big difference in
enhancing the effectiveness of aid.

From a public policy point of view, it was particularly discouraging for
foreign assistance proponents when in 2005, the head of the International

19. Remarks of President Bush to the Inter-American Development Bank, March 14, 2002.
See Brainard and others (2003).

20. Easterly (2003, pp. 27, 36).

21. Easterly, Levine, and Roodman (2004, pp. 779-800).

22. Burnside and Dollar (2004, p. 783). For a paper arguing that certain kinds of aid have
arelatively strong favorable impact on economic growth, see Clemens, Radelet, and Bhavnani
(2004).

23. Burnside and Dollar (2000, p. 847).
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Monetary Fund’s research department, Raghuram Rajan, co-authored two
working papers. The first paper found “little evidence of a robust positive (or
negative) relationship between aid inflows into a country and its economic
growth” and, perhaps more debatable, “no evidence that aid works in better
policy or institutional or geographic environments, or that certain kinds of
aid works better than others.”>* The second paper contributed to the pes-
simistic view by finding that “aid flows have systematic adverse effects on a
country’s competitiveness, as reflected in the share of labor intensive and
tradable industries in the manufacturing sector,” resulting from “the real
exchange rate overvaluation caused by aid inflows.”?* In other words, aid
inflows push up the exchange rate and thereby discourage manufacturing
exports, a problem popularly known as the “Dutch disease.”?

At the same time, several points need to be kept in mind to avoid undue
pessimism about the effectiveness of foreign aid. First, a majority of studies
do in fact show that aid is effective in some circumstances.?’” Second, some
aid—such as humanitarian food aid in disaster situations (tsunamis, earth-
quakes, and civil strife)—is not intended to promote economic growth, and
hence the failure to show greater growth than in the years before the disaster
is hardly surprising. This circumstance points to a particular weakness in
cross-country regression studies that lump all types of aid together and then
test for growth impacts over a short period of time.?® Finally, aid (like many
other policy interventions) has diminishing returns, and it is indeed likely
that massive aid to some countries has gone well beyond those countries’
absorptive capacities.”” The upshot is that even critics of aid, such as Rajan,
concede that aid can work in some circumstances.*

Looked at from a skeptical policymaker’s point of view, foreign assistance
has not worked, consistently at least, because there is no assurance that the
money will be used for investment rather than consumption and because too
often foreign assistance has led to an increase in corruption and economic

24. Rajan and Subramanian (2005a).

25. Rajan and Subramanian (2005b). Rajan (2005) later stated that he was “not fully per-
suaded” by the Clemens, Radelet, and Bhavnani (2004) study arguing that certain kinds of aid
have a relatively strong favorable impact on economic growth.

26. The Dutch disease refers to the experience of the Netherlands when North Sea gas was
discovered and the resulting increase in foreign currency earnings caused the exchange rate to
rise, reducing exports of traditional Dutch products.

27. Hansen and Tarp (2000). This article reviews, of course, only studies that predated it.

28. Clemens, Radelet, and Bhavnani (2004).

29. Clemens, Radelet, and Bhavnani (2004).

30. Rajan (2005).
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waste. Assistance for industrial development stands indicted in many eyes by
monuments of rusting steel mills or underutilized raw materials processing
plants that simply add to world surpluses in basic industries. Infrastructure
development can help if properly conceived, though toll roads and bridges
that no one uses come to the skeptical mind, and the emphasis on dams and
hydroelectricity raises profound sustainability questions about environmen-
tal effects and large movements of population. The emphasis on macroeco-
nomic stability that developed in the 1980s was presumably correct, but a
consensus has emerged that macroeconomic stability is simply a necessary
condition for consistent economic growth and does not itself guarantee that
growth. Even within the foreign assistance community, writes Nicolas Van de
Walle, doubts grew in the 1990s about the effectiveness of the aid that “for 50
years . .. has been the central policy instrument with which the international
community has promoted economic development.” Such doubts were partic-
ularly focused on the poorest countries where “despite a large volume of aid
... a core set of the poorest countries has known little improvement in
poverty rates [and] little or no economic growth.”!

These conclusions leave the chastened optimist with institutional solu-
tions. Surely the third world must improve institutions and then perhaps it
can develop as the currently developed world has done in the past.

Some Preliminary Questions about Institutions

The foregoing considerations lead to a conceptual question about the institu-
tional approach, especially as applied to rule-of-law issues: What do we mean
by institutions? Douglass North was clear that in emphasizing institutions, he
was not talking about organizations. Institutions are the “rules of the game,”
he said, and therefore include “any form of constraint that human beings
devise to shape human interactions.” They include not just law but social
norms, customs, and unwritten codes of conduct as well as formal and infor-
mal enforcement measures.*

Organizations, in contrast, include—according to North—every way in
which “individuals bound by some common purpose to achieve objectives”
organize themselves, from governments through political parties, labor

31.Van de Walle (2005, pp. 1-2). Heckelman and Knack (2005) found that higher levels of
aid had the effect of slowing economic reform in the 1980—-2000 period. Nevertheless, aid lev-
els, in twenty-two countries already above 50 percent of government expenditures, continue
to rise. See Moss and Subramanian (2005).

32. North (1990, pp. 4, 6).
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unions, churches, and so forth.?®> Most readers will find this institutions-
organizations distinction counterintuitive. First, it does not correspond to
common parlance. Second, each organization has rules, which are humanly
devised constraints and therefore are “institutions” according to North. And
third, the essence of the organization sometimes lies in the rules: a central
bank that is not independent of the finance ministry is a different animal
from a central bank that has true independence.

At the same time, North’s concept of institutions has a great virtue when
talking of law: it keeps one’s mind on the fact that what counts is not only the
written rule but all of the factors that shape the rule’s influence, from enforce-
ment to social norms to corruption. Unlike neoclassical economics, which
has traditionally dealt primarily with the substance of economic policies and
legal rules, neoinstitutional economics puts rather more focus on what actu-
ally happens on the way from a policy or rule to its application and practical
result. Neoinstitutional economics also looks more often to history and expe-
rience than to mathematics for its analysis.

Despite the terminological clarity of limiting the term institutions to rules
of the game and using the word organizations to describe what in popular
usage is termed institutions, this distinction is actually too confining in a dis-
cussion of law. The reason is simple. Substantive rules on the books do not
capture the essence of a legal system. This is true whether law is made by the
legislature or by the judiciary. The nature of a country’s judiciary and the
role it plays not only in enforcing the law on the books but also in modulat-
ing and even in the outright changing of the substantive law is perhaps even
more important, as we shall see. Therefore, broadly conceived, the nature of
a country’s judiciary becomes institutional in the sense that it interacts with
substantive law to give the true rules of the game for the economy. Thus the
judiciary is not a mere organization and is therefore referred to in this book
as a legal institution.>

An Advance Look at Some Conclusions

To give the reader some idea of where this book is leading, I set forth here, in
an uncaveated and unvarnished manner, some of the conclusions that I reach
in succeeding chapters. The qualifications of those conclusions lie in the

33. North (1990, p. 5).
34. For an analytical discussion of the concept of institutions in the context of economic
growth, see Nelson and Sampat (2001).
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chapters themselves, but I hope that this approach will give the reader a sense
of what lies ahead and why it may be worthwhile persevering.

In the first part I reach three main conclusions. First, although much has
been written in support of the proposition that developing countries that
inherited a common law system have a development advantage over those
that inherited a civil law system, I conclude in chapter 2 that for several rea-
sons there is little merit to that idea. This conclusion about the so-called legal
origins thesis is illustrated in several later chapters. Second, in chapter 3,1 con-
clude that competing explanations for differences in growth rates in the devel-
oping world have some merit. Both geographical differences and especially
cultural differences appear to have some effect on growth rates, although the
explanations for these differences offer little insight to the policymaker. Third,
in chapter 4, I step back to ask how Europe acquired the rule of law, and my
answer is that it did so with great difficulty and that centuries were required
to accomplish that great transformation. Implicitly the message is that devel-
oping countries have the advantage of being able to see how the rule of law
works in many developed countries, but it would be unwise to be too impa-
tient with their difficulties in acquiring the rule of law for themselves.

In the second part, I take up three main rule-of-law topics: the judiciary,
contracts and property, and land. I conclude that the judiciary is of key sig-
nificance because enforcement is usually more important than the details of
substantive law in creating the conditions for economic development. Con-
tracts and property turn out to be the two key concepts for analyzing the sub-
stantive law problems that developing countries face. Land is a key issue in
the developing world because many, perhaps most, residents of the develop-
ing world do not have state-recognized property rights in their farms and
dwellings. At the same time developing countries should not be pushed into
universal titling schemes so quickly that communal land arrangements, most
of which are relatively economically efficient, are undermined.

In the third part, the subject shifts to the financial sector, which much eco-
nomic research shows is the most important sector for sustained economic
development. After revisiting the legal origins theory, showing how it fails to
illuminate the issues, I conclude in a chapter on equity capital that the essence
of the problem of achieving the great advantages of the corporate form lies in
corporate governance issues, particularly in protecting minority shareholders
from majority shareholders. That is an especial problem in the developing
world where most corporations’ shares are held by a few controlling “block-
holders” rather than, as in the United States and some of Europe, being held
by a widely diverse shareholding public. Turning then to credit markets,
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which are much more important—especially in the developing world—than
equity markets, I make three main points. Banks are of central importance,
but they are also prone in much of the developing world to multiple kinds of
abuses by their concentrated owners; secured lending law is far more impor-
tant than bankruptcy even though economic research has been devoted over-
whelmingly to bankruptcy, and the same research rather badly misconceives
how bankruptcy works in practice and why it may work poorly in many
developing countries.

In the final part of the book, after tracing the implications of a rule-of-law
approach to economic development, I take up the case of China. How can it
be asserted, as it so universally is, that the rule of law is essential to economic
development when China, the fastest-growing country in the world, is by any
measure far short of having achieved a rule of law? The answer is too compli-
cated and also provides too useful an insight into how the rule of law can
actually be achieved for me to attempt a single-sentence summary. But the
question is also too important not just to China but also to the world as a
whole to be ignored.



Legal Institutions, Legal Origins,
and Governance

Two legal families central to the discussion of the relationship
between the rule of law and economic development are English common law
and continental civil law—in particular, French civil law. An overview of
these two families is warranted at the outset, if only to indicate what the con-
cept of legal origins as a determinant of economic development entails.

Common Law

When William conquered England in 1066, he set in train a flow of events
that eventually divided today’s Western world between common law and civil
law countries. At that time the Roman law system that had distinguished the
Roman empire no longer held sway in western Europe, where law was local or
at best regional. In the Eastern empire, Roman law had been written down.
But in the West the empire centered in Rome had already collapsed, and so the
law was a series of customs, often unwritten, that varied from place to place.
William was crowned King of England in Westminster on Christmas Day
1066, and in the space of a few decades he and his successors and their officials
had imposed Norman law, effectively displacing the existing Saxon law. The
new English kings gradually established a bureaucracy complete with its own
law and courts as well as a feudal system, based on Norman custom, for the
holding of land.! Carrying out a promise to his key supporters, William seized
the land of his Saxon opponents and divided it among his most important

1. Van Caenegem (1988, pp. 96-97). See further discussion of feudalism in chapter 4.
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followers. Under the system he established in England, based on the conti-
nental feudal system, all land was ultimately held by those who actually
worked the land in a chain of ownership leading back to the king.? In the
early days English common law was largely a law of real property.* Vestiges of
the adaptation of the common law to its feudal heritage are found in com-
mon law countries to this day.

The new court system, centered in London, began using traveling royal
judges to cover the country, thereby ensuring a unified common law for all of
England that left only a minor role for local custom.* The quick consolidation
of law—a common law for all of England—was remarkable.> A leading Ger-
man comparative law text notes that France did not achieve any comparable
common legal rules until the sixteenth century and Germany did not do so
before the nineteenth century. Consequently, the text authors point out that
“there never existed in England one of the essential motor powers behind the
idea of codification, which even on the Continent rested on the practical need
to unify the law as well as on the philosophy of the Enlightenment and the
thinking of natural lawyers.”

Substantive English law, being nevertheless customary (albeit at root Nor-
man custom), was not written down in a comprehensive way. Rather it was
based on a series of writs (that is, writings) that were “forms of action,” one
for each of the multitude of law proceedings that a plaintiff might wish to
bring. But each writ presumed a particular wrong and a particular remedy,
and it was up to the plaintiff to choose the right one on pain of having his
remedy denied.” These forms of action also lingered in English law until legal
reform finally eliminated most of the last vestiges in the twentieth century.

The writs, though in writing, were not themselves statements of substan-
tive law, and indeed the substantive law of England cannot be said to have

2. Holdsworth (1956, pp. 17-32). See further discussion in chapter 7.

3. Holdsworth (1909, p. 204).

4.Von Mehren, Taylor, and Gordley (1977, pp. 12-13); Danziger and Gillingham (2003, p.
179). The Magna Carta required the royal courts to be held “in a certain place,” which could
be Westminster (Hudson 1996, p. 224). Itinerant judges were nonetheless still sent out about
the country, with important cases referred back to Westminster, thereby preserving the uni-
formity of the law (Dawson 1968, p. 6,n. 11).

5. Common law, in its core meaning, “applies throughout the realm” and is “territorial,
applying to people because they are within the realm, in contrast with a system of ‘personal’
law, where a person’s nationality determines the type of law to which he or she is subject”
(Hudson 1996, pp. 16-18).

6. Zweigert and Kotz (1992, p. 191).

7. Milsom (1969, pp. 22-32).
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been written down until the publication of the treatise known as Bracton.®
But even though its author, or authors, knew some Roman law and were
influenced by it, the book was explicitly based on court records, thereby rec-
ognizing a central principle of the common law that the law is at base what
the judges say it is.” New writs were regularly being invented to meet new felt
needs, statutes were occasionally passed, and the king’s imposition of the feu-
dal land system was in effect creating law, but common law techniques of
finding and extending law had not yet developed.'®

Later, common law judges began to elaborate on their rulings with written
opinions. These opinions, which sought their justification in earlier cases,
began to create the distinctive approach of the common law that character-
izes it even today. This approach treats formerly decided cases as controlling
precedent and requires judges to reason from case to case, distinguishing
cases that could be said to be conflicting precedents, in order to find the con-
trolling principles for new fact situations. It is this process of reasoning from
case to case that is what most people today think of as the essence of the com-
mon law. Indeed, today the words common law are usually taken to mean
judge-made law, rather than just unified law.

To be sure, the English parliament began to pass important statutes, but
they were regarded for some centuries, at least by some judges, as embellish-
ments to the body of common law. Indeed, it was understood that statutes
that contravened the common law rule were to be narrowly construed to
avoid changing more than parliament had clearly intended. But in time it
became customary that statutes had their own independent status, indepen-
dent of the common law, and that statutes could even change common law
rules. Nonetheless, judges used methods of interpreting ambiguities in
statutes that echoed their methods in nonstatutory fields. In particular, judges
relied on earlier decisions on the interpretation of a particular statute and
generally considered these earlier rulings as binding on later courts. These
characteristics, which are recognized even today by every beginning law stu-
dent in common law countries as the common law method, can be contrasted
with the civil law system that came to reign on the European continent.

8. Some scholarship raises doubts about how much of the book Henri de Bracton actu-
ally wrote; see Tierney (1963).
9. Dawson (1968, p. 2).

10. Hamowy (2003, p. 249) states that more than 470 writs had been created by the end of
the reign of Henry II in the thirteenth century, but that the creation of new writs “had stopped
altogether” by the end of the fourteenth century because by that time “common law judges
opposed the issuance of writs that had no precedent.”
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Civil Law

The civil law system developed only slowly. In the early centuries of the com-
mon law, continental western Europe was still divided among the remnants
of the Roman empire, with customary local law still governing issues involv-
ing land, contracts, torts, and the like. This remained true even with the ris-
ing importance of the Holy Roman Empire, which exercised little of the sov-
ereign power that is normally associated with law, that power remaining in
the various kingdoms and principalities within the Holy Roman Empire.

Nonetheless, over the centuries interest grew in continental western
Europe in Roman law, leading to what was known as the “reception” of
Roman law. This reception occurred predominantly in the German-speaking
areas of Europe (which was the territory where the Holy Roman Empire of
the German Peoples, as it was called, had its primary influence). But Roman
law remains to this date an important influence on the law of, for example,
Scotland.

The interest in Roman law led to a situation in which its concepts and pro-
cedures were overlaid on local traditions, being especially influential in areas
such as contracts and torts. Law still varied from place to place, but students
were increasingly taught Roman law; hence a sense of continuity and unity
grew in what became known as the jus commune—a kind of common law at
least for German-speaking parts of the continent (though quite different
from the common law of England)."! Curiously the Roman law texts were
those collected in the Corpus Juris Civilis of the Eastern emperor Justinian I
in the sixth century, after the collapse of the Western empire. The split
between the Reformation and the Counter-Reformation states and the rise of
nationalism led to national codifications, the first in Denmark in 1683. By the
time Napoleon came to power in France in 1799, the codification movement
was well advanced. Napoleon set out to promulgate the codification of all
codifications, the French Civil Code, which went into effect in 1804.

Napoleon took a great interest in his code. He personally chaired many of
the meetings of the consul committee reviewing the work of the drafters. No
doubt Napoleon, the man of action, insisted on the practicality of the code
and perhaps its clarity and simplicity.'> He certainly was proud of his work;
after the defeat at Waterloo, he proclaimed: “My true glory is not that I have
won 40 battles; Waterloo will blow away the memory of those victories. What

11. Rheinstein and Glendon (2003).
12. Zweigert and Kotz (1998, p. 83); Rabel (1949-50a, pp. 107-08).
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nothing can blow away, what will live eternally is my civil code.”'* That was
perhaps why Napoleon wanted the code understandable by the common
man. But it was drafted by professors and reflected their approach, rather
than that of men of practical affairs, and certainly not that of merchants.!*

Being the product of professors, the French Civil Code was abstract,
reflecting the “abstract reasoning [that] had characterized the French
approach to law and to life in general” during the Age of Reason. But its gen-
erality and its emphasis on understandability meant that one had often to
take into account a variety of provisions to determine the legal rules covering
a given set of facts. Its very generality gave it staying power, with no important
changes made until 1880 (except for the repeal of divorce in 1816 when the
Catholic monarchy was restored).'> And indeed even today the core provisions
of Napoleon’s code remain in place despite increasingly numerous statutory
changes. No doubt it was its generality and clarity of language'*—Napoleon’s
army and French imperialism aside—that made the French Civil Code so
influential in much of the nineteenth century world that is spoken of today as
the developing world. Alan Watson has made the point that when countries
choose the law of another country, the prestige of the legal system under con-
sideration counts.!” No doubt about it, the French Civil Code was prestigious.

The French Civil Code contrasts nicely with the German Civil Code,
which came almost a century later in 1900. Why was the German Civil Code
so different? Some would say that the explanation lies in the difference in the
style of thinking in the two countries, but history played a big role. It was in
the German-speaking territories that the greatest “reception” of Roman law
occurred. This is not to say that Roman law did not have a major influence on
the French Civil Code, but the influence in France was for a different reason
than its influence in Germany. One of the reasons Napoleon wanted a code
was to unify the law of southern and northern France. Whereas the law in the
north was customary law, the law in the south, derived from Roman law, was
already written down (droit écrit).'

In contrast, a major form of German legal scholarship in the decades
between the adoption of the two codes was devoted to the study of Roman law.
Out of that strain of scholarship came a group of law scholars, the Pandectists,

13. Quoted in Aucoin (2002).

14. See Aucoin (2002) and Merryman (1985, p. 56).

15. Rheinstein and Glendon (2003).

16. Rabel (1949-50a, p. 109).

17. Watson (1977, pp. 98-99).

18. Zweigert and Kotz (1998, pp. 77-82); Jolowicz (1982, p. 89).
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who devoted themselves over some decades to the elaboration of a German
civil code.' The style of that code is quite different from the French code. In
contrast to the French Civil Code, which was written to be understandable by
a moderately literate Frenchman, no one would expect the ordinary German
to read the German code, much less understand it. Concepts are carefully
defined in the German code, and any given legal term is used in the same way
throughout the entire code.?

For the purposes of considering contemporary economic development
issues in this book, the bulk of our attention on the influence of civil law can
be focused largely on the French Civil Code. We can do so for quite pragmatic
reasons. Putting aside the transition countries of Eastern Europe and the for-
mer Soviet Union, few developing countries are influenced by German law,
and those few—such as South Korea and Taiwan—are already high-income
countries. (Of course, South Korea and Taiwan had much lower incomes just
a few decades ago and thus their legal development would merit investiga-
tion.) Scandinavian countries had a few colonies, but today no developing
country is regarded as being part of the Scandinavian legal family. The dom-
inant influence in private law (as opposed to, say, constitutional law) in the
great bulk of today’s less developed world came from either English common
law or French civil law.!

Legal Origins as a Theory of Development

The essence of the legal origins approach, as applied to economic develop-
ment, is to use regressions to show that the origin—say, English common law
or French civil law—of a particular country’s law is associated with that
country’s rate of economic growth. An alternative approach to the relevance
of legal institutions to a country’s economic growth looks at the role of
“governance.” It includes an important role for the rule of law in overall

19. Dawson (1968, pp. 450-61).

20. Ernst Rabel, the foremost comparative law scholar of his generation, held a set of lec-
tures in his new home in the United States after leaving Germany, in which he was unsparing
in his comparison of the French and German civil codes. On the question of style, he
described the French Civil Code: “The language, crystalline and beautiful, has not had its
equal before or afterward; there have been celebrated French poets who like to read some
chapters for encouragement in prose” (Rabel 1949-50a, p. 109). For the German code, he
reserved pejorative descriptions: “ponderous,” “overaccurate pedantry,” “innumerable wheels
and gadgets,” and “ugly” (Rabel 1949-50b, pp. 270, 275).

21. The statement in the text ignores China, which was never a colony and never felt the
need to adopt Western law, as did Japan in the late nineteenth century, at least in part.
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governance. The two approaches complement each other, and I take up the
governance approach below as a useful contrast to the legal origins approach.

Most of the legal origins work began in finance. An early, and perhaps
still the most influential, legal origins article is “Law and Finance,” published
in 1998 by four economists—Rafael La Porta, Florencio Lépez-de-Silanes,
Andrei Shleifer, and Robert Vishny—whose work has become so well known
that they are universally cited as LLSV.22 Even though the four authors did
not set out to apply their work to economic development policies, it has
often been interpreted as throwing important light on economic develop-
ment outcomes.

Building on earlier work showing that stronger financial sectors led to
more rapid economic growth in the economy as a whole, LLSV used a sam-
ple of forty-nine countries to show a statistical relationship between the char-
acter of legal rules concerning the financial sector and the origin of a coun-
try’s laws. 2 The most interesting part of this body of research was its finding
that countries whose law derived from the common law had stronger legal
systems for financial development and hence faster economic growth than
civil law countries. An obvious conclusion was that the common law pro-
vided a superior legal base for a country (and this was true whether new
countries received their law through conquest or colonization).

Equally striking was the finding that French law was the worst among civil
law systems for the development of the financial sector and that German and
Scandinavian legal systems were situated between common law and French
legal systems. And in a related 1997 article, “Legal Determinants of External
Finance” (which was based on the same research involving the same coun-
tries), LLSV showed that common law origin countries had grown faster than
French origin countries—4.30 percent per capita versus 3.18 percent.?

In their “Law and Finance” article, La Porta and his colleagues looked at
“enforcement variables” such as the “efficiency of legal system,” “rule of law,”
and so forth. But mostly they looked at substantive legal provisions, particu-
larly rules concerning the protection of shareholders and creditors, finding
that the common law countries offered the most protections, followed by the
German and Scandinavian law countries, with French law countries trailing.

22.La Porta and others (1998).

23. Levine (2004) reviews the considerable research, dating back to the early 1990s, show-
ing a causal link running from financial development to economic growth. See also Beck,
Demirgti¢-Kunt, and Levine (2004a), who find that “financial development reduces income
inequality by disproportionately boosting the incomes of the poor.”

24. La Porta and others (1997a, p. 1138, table II).
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The main body of their work was in the financial sector, raising perhaps a sys-
temic issue about the policy implications of the legal origins work (important
as the financial sector undeniably is to growth, particularly in the middle-
income countries). Indeed, an oddity of their work on the financial sector
was that it concerned primarily the protection of minority shareholders
under corporate law and the protection of creditors in bankruptcy law. Yet
both corporate law and bankruptcy law are legal areas where most coun-
tries—common law and civil law countries alike—rely on statutory law,
much of it quite recent, rather than judge-made common law or nineteenth
century civil law codes.?* This circumstance raises serious questions about
the leading interpretation of their results to the effect that the common law
method of judge-made laws is superior to legislative enactments in building
stronger financial sectors and hence in enhancing economic growth.?

In 2000 LLSV followed up with another article, which referred to their
earlier work and to new work by other economists. Summarizing those
works, they said that “an exogenous component of financial market develop-
ment, obtained by using legal origin as an instrument, predicts economic
growth.”?” They therefore reached the policy conclusion that “the evidence on
the importance of the historically determined legal origin in shaping investor
rights . . . suggests at least tentatively that many rules need to be changed
simultaneously to bring a country with poor investor protection up to best
practice.”?

A different approach is to be found in an article by Mahoney, who rejected
the notion that the prime influence of legal origin on economic growth was
through financial development. He favored an explanation concerning the
greater role for the state relative to the individual citizen in French law.
Mahoney explicitly tested the relation of legal origin to economic growth,
finding that common law countries grow at least 0.7 percent faster than civil
law countries.?

A short narrative version of the legal origins theory, which generates the
dominant view of the superiority of the common law, is that France under
Napoleon adopted elegant civil and commercial codes at the beginning of
the nineteenth century, which became the base for the legal systems of much

25. In fact, large bodies of American common law have been replaced by statutes (Cross
2005 at n. 116-19).

26. Pagano and Volpin (2005, p. 1006).

27. La Porta and others (2000, p. 16).

28. La Porta and others (2000, p. 20); see also, La Porta and others (2002, pp. 1148-49).

29. Mahoney (2001, p. 516, table 2).
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of southern Europe (Napoleon made sure of that through his armies) and
later for French Africa and, derivatively through Spain and Portugal, for Latin
America. Thus, if those African and Latin American countries grow less rap-
idly—as they have been doing recently, the regressions suggest rather strongly
that it must have something to do with the origin of their legal systems.
Mahoney attacked the issue of African and Latin American countries’ poor
showing by including dummy variables for both sub-Saharan Africa and
Latin America and found that common law countries still grew faster but to
a lesser extent and with lower statistical significance, suggesting that the LLSV
results on legal origin are a less important predictor of economic growth than
might otherwise have been thought.®

Nearly a century later, in 1900, Germany adopted its own distinctive civil
and commercial codes. Those codes became the base not just for German-
speaking Austria and multilingual Switzerland but also the point of origin for
the codes in Japan, South Korea, and Taiwan; these countries have been grow-
ing more rapidly than most of the rest of the developing world, thereby,
according to a common intuition, supporting the view that German law is
superior to French law for developing countries. (We can ignore the Scandi-
navian countries, since their few colonies are not developing countries today,
and so the Scandinavians influenced only each other.) Meanwhile, the com-
mon law countries, such as the United States, Canada, and Australia, have
flourished, even if the overall results in terms of growth are weighed down by
the Kenyas and Zimbabwes of the world—common law countries in terms of
“legal origin.” One can thus see a certain intuitive plausibility that nonecon-
omists quickly came to attach to the LLSV regression results.

All of this work on legal origins was based on cross-country regressions
with only the most general comparative law analysis. Nonetheless, the legal
origins literature set forth legal and institutional hypotheses that, coupled
with economic studies on the contribution of financial development to eco-
nomic growth, have been taken by many scholars and policymakers as the
reason why common law countries grow faster than civil law countries. These
hypotheses, including the supposedly uncontroversial classification of coun-
tries by legal origin, are examined at length in this book. The choice of indi-
cators of what substantive law provisions constitute superior protection of
shareholders and creditors is examined in Part III on the financial sector. As
shown in later discussions, the LLSV choice of indicators and their interpre-
tation of those indicators are weak elements of their legal origins work.

30. Mahoney (2001, p. 517, table 3).
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In the many economic articles, by LLSV and others, there is a broad recog-
nition that the enforcement of contracts and the protection of property are
vital to financial development. Although finance is an ideal sector to demon-
strate this point, especially because the profusion of data lends itself to econo-
metric methods of proof, it can hardly be doubted that the same principle
should apply outside the financial area. After all, economies are more than
finance, even if the concept of finance is interpreted broadly to include cor-
porate governance; in the real economy, as opposed to the financial, the same
principles should apply. One of the many legal areas outside financial markets
where legal origin should therefore be important, but is much less studied in
cross-country regressions, is the real estate sector. It is examined in a chapter
on land in Part II. This is a particularly important sector in many developing
countries where more than half the population works in the agricultural sec-
tor and where the growth of megacities has made security of urban real
estate, and underlying concepts of title and registry, particularly important.

Although the legal origins literature is focused on financial markets, and
especially on substantive legal rules concerning shareholder and creditor pro-
tection, LLSV do recognize, as noted above, that enforcement of the rules,
and hence the role of the judiciary, is important. Their approach to using
legal origin to study these issues is also discussed in Part I in a chapter on the
judiciary. Obviously the judiciary has a role transcending the financial sector.

Before reaching these nonfinancial applications of the legal origins analy-
sis, quite a number of issues about the entire legal origins approach need to
be fleshed out. The rest of this chapter is devoted to those questions, and the
following chapters ask what history can teach about the role of legal institu-
tions in the development of economies.

Preliminary Questions

Although my focus on the legal origins literature is not on the authors’ regres-
sions as such, I nevertheless raise some preliminary questions about the data
on which the regressions are based. These questions are offered as a basis for
raising more fundamental questions about the legal and policy implications
for economic development and to suggest several lines of inquiry for a more
qualitative analysis.

What is it about law that makes its origin important? Why should law play
an important role in economic development, and therefore what differences in
legal systems make a difference in rates of economic development? Many alter-
native qualitative questions spring quickly to mind, and in fact the economists
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who have conducted these studies have not been shy about suggesting
answers to these and similar questions even though their answers do not flow,
strictly speaking, from their econometric work. Rather their answers are
derived from their understanding of legal institutions, for which they usually
cite a few legal surveys, particularly in the field of comparative law.

More specifically, I focus on a pressing, if also problematic, question: What
are the policy implications of the legal origins research for economic devel-
opment? If legal origin does in fact make a decisive difference in economic
growth, what policies should policymakers in the developed country foreign
aid agencies, in the international financial institutions, and, above all, in third
world governments adopt?

No one would suggest, to take an extreme example, that Latin American
countries should simply adopt U.S. or English law and legal institutions from
one day to the next. (On the supposed superiority of common law over civil
law, see box 2-1.) Indeed, even if such adoption were possible, it would take
perhaps two generations before one could reasonably expect Latin American
law and legal institutions to function like those in the United States or En-
gland. Even assuming that culture, social norms, and history have little role in
the functioning of a legal system, a time lag would occur for the simple fact
that a legal system works through a legal profession and a judiciary. Even if
law faculties could be changed overnight to meet their new function, it would
still take two generations before the leaders of the profession and the senior
judges trained in the old system would be replaced by those trained in a com-
mon law system.

This realistic view of how law evolves does not mean that no changes are
possible in a shorter run. Quite the contrary, much of the burden of my argu-
ment is that the many changes of the past several decades, both in market
economy developing countries and in communist countries transitioning to
a market economy, offer quite a good deal of experience in what works and
what does not work. Moreover, these experiences do not need to be discussed
in the abstract but can be examined in specific fields of law. For example, fol-
lowing the popular “sloganized” definition of the rule of law, one can look at
the enforcement of contracts and the protection of property rights. One can
look at specific areas where law affects the economy in a powerful way—land
law, corporate law, bankruptcy law, and the like. And especially one can look
at the role of law and legal institutions in financial markets, where the legal
origins research focuses.

Any inquiry into policy implications has to go beyond regression results to
the underlying mechanisms through which the law, the judiciary, and the
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Box 2-1. Why Should the Common Law Be Superior?

Whatever the methodology and the results of cross-country statistical
studies, a lawyer is left with the question why a common law system
should be superior to a civil law system. American legal scholars have
not been shy about offering suggestions as to the best answer, and the
American legal literature is impressively large on the subject. The prof-
fered explanations mostly have to do with the supposed advantages of
reasoning from case to case, but there is little agreement among the
authors of the essays. The reasoning, much of which suggests analogies
of the case law system to Darwinian natural selection with good prece-
dents replacing bad precedents, largely ignores two crucial points: First,
most law today, especially that involving the economy, is statutory in
both common law and civil law countries. And second, civil law coun-
tries have extensive bodies of case law.*

Cross, in a thorough review of the arguments, came to the conclu-
sion that whatever differences may once have existed between common
law and civil law systems, “it would be surprising to see a remarkable
effect from the nation’s choice of common or civil law [and], surely, the
convergence between the approaches would have at least muted the
effect of the distinct systems.”® Cross does find a possible difference
based on a greater independence of the judiciary in common law sys-
tems. In this respect, Cross follows in the footsteps of Mahoney, whose
work was briefly reviewed earlier in this chapter. Cross, however, is rely-
ing on a perception of greater judicial independence gleaned from a
World Economic Forum survey. His conclusion underscores again the
greater importance of public law than private law in investigating legal
origins.

The policy “takeaway” for developing countries from the Cross
review is thus the need to focus on how a judiciary can be made
more independent constitutionally and how judges can be enabled
and encouraged to behave more independently, subjects taken up in
chapter 5.

a. Cross (2005).
b. Cross (2005, nn. 125, 126).
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legal profession influence the economy. Therefore, it is worth deepening the
understanding of the possible role of legal origins in economic development.
One way of doing so is to look at some of the factual anomalies in the stud-
ies and then to look for alternative explanations of differential rates of eco-
nomic growth. But the reader should be aware that the purpose of such an
examination is not to reach some final conclusion as to the validity of legal
origins theory but rather to use the examination as an entry point to a deeper
consideration of the relationship between legal institutions and economic
development.

Some Anomalies

The legal origins literature does not purport to be a study of economic devel-
opment. It treats developed countries and developing countries alike and
simply asks whether certain origins are better for certain purposes. In the key
legal origins article, all forty-nine countries, developed or developing, are
treated as equal, including the origin countries themselves, and no consider-
ation is given to the size of the population or to the geographical region.*
The central inquiry is to determine which legal families have the best substan-
tive law for financial development, using substantive legal criteria determined
by the authors.

On the few occasions when the authors attempt to determine whether the
countries differ based on their per capita income levels, they come to some
surprising results. As is spelled out in a later chapter, where the legal origins
authors choose to categorize countries by their stage of development, the
startling result is that the poorest one-third of countries have better substan-
tive law than the richest one-third by the authors’ own definition of the cru-
cial substantive law rules!*?

Even among developed countries there are some oddities if one were to
interpret the legal origins literature as directly relevant to economic growth.
One might suppose on a casual reading that Britain, the source of the com-
mon law, has a better growth story to tell than France, which provided what
the legal origins literature says is the worst legal origin. Nothing could be fur-
ther from the truth. Taking the period from 1820 to 1998 as a whole, France
outpaced Britain in the rate of per capita growth. A study by Maddison
showed, moreover, that this was true from 1820 to 1913 (France had an

31. La Porta and others (1998).
32. See chapter 9.
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annual average compound growth rate of 1.13 percent versus 0.96 for
Britain), 1913 to 1950 (1.12 percent to 0.80 percent), and 1950 to 1998 (2.77
percent to 2.10 percent).**> An appendix to Maddison’s study, however, tells a
more nuanced tale: breaking the time periods differently, the data show that
from 1820 to 1870 Britain outpaced France, as it did again from 1973 to
1998.3 Still, for the entire period, France came out ahead.

In fact, from 1870 to 1976 Britain grew only fourfold whereas an arith-
metical average of sixteen “advanced countries” grew sixfold, stimulating a
leading British financial journalist, Samuel Brittan, to note that the “lag in
British growth rates goes back at least a century.”>* Of course, Brittan wrote in
1978, before the privatization and deregulation that began in the Thatcher
period and were in place thereafter. One therefore might say that the reason
Britain outperformed France in more recent years has more to do with those
microeconomic policy initiatives than with any superiority of common law
over French law. In 1979, the year Margaret Thatcher became prime minister,
French per capita income was $14,970, compared with $13,164 in the United
Kingdom (a difference of $1,806, or about 12 percent). In 2001 France was
still ahead at $21,092, compared with the United Kingdom at $20,127 (a dif-
ference reduced to $965 and less than 5 percent).>

Consider, moreover, that throughout the nineteenth century French per
capita income had been much lower than British per capita income, but
despite two world wars fought on French territory, by the late 1960s French
per capita income was able to pull ahead.’” Hence, if one looks at develop-
ments from the beginning of modern financial development in the mid-
nineteenth century to the beginnings of Thatcherite reform, one would con-
clude that the French legal system is superior to the British legal system for
economic growth.

Perhaps with this economic record in mind, Merryman wrote an astute arti-
cle in 1996, before the legal origins literature appeared, advancing the thesis
that French law may be fine for France but is unsatisfactory for former French
colonies.?® His reasoning reflects the importance of separating substantive

33. Maddison (2001, p. 90, table 2-22a).

34. Maddison (2001, p. 186, appendix table A1-d).

35. Brittan (1978, p. 246).

36. Maddison (2001, pp. 276-77, table C1-c).

37. Maddison (2002, pp. 62—65, table 1c). For a detailed argument that any superiority of
financial development in common law countries over civil law countries is to be explained by
twentieth century economic destruction and national occupations rather than legal origins,
see Roe (2006).

38. Merryman (1996).
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rules of law from questions of enforcement, as well as of taking a realistic
view of how judicial enforcement actually operates. Noting that the most
important aspect of the Napoleonic legal revolution was to limit the power of
judges and particularly their ability to “make law,” he pointed out that limit-
ing the role of judges to make law by interpreting ambiguities in statutes was
quickly perceived to be impracticable and that a number of fields of French
law are in fact principally judge made. As Jolowicz explains, in France:

Development of law through judicial decisions, though not altogether
new, came to be openly recognised as a fact by all except, of course, the
Judges themselves when they came to give the formal reasons for their
decisions. No one denies today, either for France or for Germany, that
great areas of the law are in truth the products of the courts; if any com-
mon lawyer still supposes that for the civil law systems case law does
not exist, a glance at any Continental textbook with its wealth of case
citations will quickly convince him of his error.*

Merryman, in his critique, went on to contrast French law in France with
French law in former colonies, arguing that when other countries adopted
French law, they were not so practical:

The attempt to depict the judicial function as something narrow,
mechanical and uncreative and to portray judges as clerks ... has had a
self-fulfilling effect. Judges are at the bottom of the scale of prestige
among the legal professions in France and in the many nations that
adopted the French Revolutionary reforms, and the best people in those
nations accordingly seek other legal careers. One result has been to
cripple the judicial systems in a number of developing countries. In
France, where everyone knows how to do what needs to be done behind
the separation of powers fagade, misrepresentation of the judicial func-
tion does not have severe consequences. But when the French exported
their system they did not include the information that it really does not
work that way, and they failed to include a blueprint of how it actually
does work. That has created, and continues to create, problems in
nations with limited legal infrastructures and fragile legal systems . . . .°

The point that enforcement is more important than the substantive rules
of law is one that recurs throughout this book, but for now the important

39. Jolowicz (1982, p. 93).
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point is that the legal origins literature indirectly maligns the French legal
system even as it actually operates in France, and it tends to lead the casual
reader of that literature to erroneous conclusions about the rule-of-law chal-
lenges facing the developing world.

FACTUAL ANOMALIES

Once one goes into the details of the legal origins literature, some impor-
tant factual anomalies also emerge. Two stand out. The first is that, at least in
the early studies, the focus was heavily on private law—especially corporate
and commercial law—rather than what might seem far more important to
economic growth, namely, public law—that is, constitutional law bearing on
the powers of the government, administrative law bearing on the powers of
the bureaucracy, regulatory law bearing on the way in which the government
regulates business, and the like.*' As Schlesinger and his comparative law col-
leagues stated: “The economic and social changes which have taken place
during the [twentieth] century ... mostly are reflected in the growth of such
public law fields as administrative law, labor law, social security, taxation,
nationalization, and public corporations. Many of these changes, therefore,
are only faintly reflected on the face of the modern private law codes.”*

It is important to understand that the French and German civil codes dealt
with private law, as opposed to public law. Indeed, those two civil codes are
primarily concerned with what are referred to in common law circles as con-
tracts, torts, property, family law, and inheritance. Because its focus is on the
financial sector, much of the legal origins literature has to do with corporate
and commercial law, which is found largely in the French and German com-
mercial codes. Neither the civil nor the commercial codes have much at all to
do, especially today, with the relationship between the state and the individ-
ual citizen or enterprise. This is not to say that the details of corporate and
commercial law are not important to economic growth; on the contrary, their
importance is stressed in later chapters. But they are arguably less important
to the concept of the rule of law, which in the economic sphere has much to
do with the protection of property rights and the enforcement of contracts.
Lack of enforcement of property rights in the developing world has more to
do with public law than with private law. The biggest threats to property

41. See, however, chapter 5 for an analysis of an important article on judicial checks and
balances; three of four authors were LLSV authors (La Porta and others 2004). More recently,
the same three LLSV authors have turned their attention to securities regulation (La Porta,
Lépez-de-Silanes, and Shleifer 2006).

42. Schlesinger and others (1998).
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rights are the state itself and favoritism toward friends of the government.
Difficulties in enforcing contracts do not normally arise from weaknesses in
substantive law.

THE CODING QUESTION: THE LATIN AMERICAN EXAMPLE

A second anomaly is that in the process of applying regression analysis—
the coding of particular third world countries as, say, French law countries—
is quite an oversimplification.* To see this point most easily, one has only to
consider Latin America, which represents more than 40 percent of the French
civil law countries in the LLSV legal origins database.**

First of all, Spain did not adopt its civil code until 1889, and until that
time its private law was based on Roman law (although it did adopt a com-
mercial code applicable to merchants’ transactions in 1829). Hence the law of
property and contracts in Spanish- and Portuguese-speaking Latin America
(not only during the colonial period but also during the years when the newly
independent countries were establishing their legal systems) was based on
Roman law—which is exactly what the French civil code system was intended
to replace.*® Even after 1889 the Spanish Civil Code followed the French Civil
Code only in the law of obligations (roughly, contracts and torts). In other
words, well after the legal die had been cast in most of Latin America, the
Spanish Civil Code codified indigenous Spanish rules, especially in family
law and inheritance. While those legal areas are arguably not crucial for com-
mercial growth, those countries maintained the family law and inheritance
rules that kept together the traditional great families with their vast estates
and hence may not have been the best model for economic development in
Latin America.*

Thus the Latin American codes in force today, while indisputably based on
a civil law rather than a common law approach, certainly did not follow the
French Civil Code down the line. As the president of the Spanish Supreme
Court, seeing as many Spanish and Portuguese elements as French elements
in Latin American law, observed:

43. The authors recognized that their reliance on a standard legal source led to difficulties
in some countries, but apparently the requirements of regression studies—necessitating that
each country be assigned one and only one legal origin—required the oversimplification. See
La Porta and others (1997a, p. 1138, table II).

44. For similar points about other regions of the world, see Siems (2006).

45. Berkowitz, Pistor, and Richard (2003b, p. 180).

46. Mirow (2004, pp. 150-54).
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The influences that have acted on the law of the countries of Iberic ori-
gin have been many and varied, but they have not been able to erase its
own and original characteristics nor blot out the Spanish origin. It is a
mistake to include in the French group, as many times has been done,
such Iberic-American legislations as Chile, Peru, Argentine, Colombia,
Brazil, Venezuela and Mexico, just because in these civil codes of these,
and the other American countries, there can be seen directives and
norms that come from the French Civil Code, because they are also
influenced by the Spanish, the Portuguese, and the Italian laws, and
even by the German and Swiss Codes.*

Take Mexico as an example: According to its code commission, the 1871
Mexican Civil Code was based on “principles of Roman law, our own [Mex-
ican] complicated legislation, the codes of France, Sardinia, Austria, [and]
Portugal . . . in addition to past drafts completed in Mexico and Spain.”* In
the area of commercial codes, one finds that until 1884 Mexican bankruptcy
law was based on the 1737 Ordenanzas of Bilbao. From 1890 to 1943 the
source of Mexican bankruptcy law was the 1829 Spanish commercial code.
And even the 1943 Mexican bankruptcy law was drafted by a Spanish lawyer;
it was based on Spanish law and on a 1665 Spanish book, although for the
first time “Italian and French influences” could be found in Mexican bank-
ruptcy law.* Yet Mexico is unambiguously coded as being of French legal ori-
gin with respect to bankruptcy law.

As for Brazil, Zweigert and Kotz explain: “In addition to the Code civil [of
France] it [Brazil] was able to draw on the Portuguese and Italian codes, as
well as those of Germany and Switzerland. The structure of the Code, espe-
cially its ‘General Part; is largely traceable to German influence.”*

The case of the Chilean civil code of 1857 is perhaps the most instructive,
because it was subsequently adopted in Colombia, Ecuador, El Salvador,
Honduras, Nicaragua, and Venezuela and was the main source for the civil
codes of Guatemala, Mexico, Paraguay, and Uruguay. The draftsman of the
Chilean civil code, Andrés Bello, was born in Caracas in 1781 and lived in
England from 1810 to 1829, when among other things he worked on the
papers of Jeremy Bentham. After moving to Chile in 1829, he taught Roman
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law and became a citizen and a senator in Chile. His code “successfully wove
together modern European codes, particularly the French Civil Code of 1804
(the Code Napoleon), the medieval Spanish law of the Siete Partidas, and
Roman law . . . . Numerous factors played into Bello’s construction of the
code, including the works of von Savigny [German], the French commenta-
tors on the civil law and the French civil code, the writings of Jeremy Ben-
tham, and various European codes of civil law.”*!

The story of the civil code of Argentina is essentially similar, except that
the draftsman’s name was Ocampo rather than Bello. Ocampo was an Argen-
tine, who had studied law in Spain and later taught law in Chile. In addition
to colonial Spanish law and the Ordenanzas de Bilbao, he based the Argentine
commercial code on “the commercial codes of France, Spain, Portugal, Hol-
land, Brazil, and Wurtenberg, as well as many treatises on commercial law.”>2

However one characterizes the origins of Latin American private law; it is
certainly true that in recent decades North American influence on private law
has grown. The Anglo-Saxon device of the trust has taken deep root in Latin
America.” Usually used for family financial matters, the trust also has found
abundant use in secured lending and corporate finance in the United States
and potentially, therefore, is of considerable relevance, particularly in the
financial sector, for those many Latin American countries that have imported
this legal device.>* As Mattei has commented:

It is no wonder therefore that, despite the very peculiar institutional
background in which the [English and American] law of trust has
developed, as soon as its potential became clear to the economic and
legal community, this institution became very fashionable . . . . Many
South American civilian systems have adopted the institution of trust
by legislation . . . . [The] trust has obtained an easy and well-deserved
victory in the competition in the market of legal ideas.*

In the area of public regulation of corporate transactions, U.S. notions of
securities regulation have been important influences on the financial sector,
starting with Mexico’s legislation in 1953 based on the U.S. securities legis-
lation.’¢ But even much earlier than this, Latin America had been heavily
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influenced by U.S. and British law and practice, whatever the underlying
commercial codes might provide.*”

Sometimes these two anomalies—the emphasis on private law (civil and
commercial) and the multiple origins of particular third world countries’
law—interact. As we have seen, the coding of the Law and Finance studies
somewhat misrepresents the private law legal heritage in some important
countries, and it certainly is based on a misconception when it comes to
public law.

Legal Origins and Public Law

In Latin America there are two major public law influences, one from the
United States and one from the Iberian peninsula. Indeed, certain character-
istics of Latin American public law are special to the area, perhaps best
explained as products of the history of the region.

The first and perhaps predominant influence on Latin American constitu-
tions is the U.S. Constitution, which was certainly more important than the
successive French constitutions. As Schlesinger and his colleagues noted: “Yet,
common law ideas (especially the elements of common law entrenched in
the U.S. Constitution) have had a considerable impact on Latin American
legal systems, primarily in the area of public law. The notions of due process
and habeas corpus, for example, have been incorporated into the constitu-
tions and statutes of a number of Latin American nations.”*® Merryman,
Clark, and Haley put it this way:

In the structure of the various branches of government, in the idea of
the nature and function of a constitution, in the approach to review of
the legality of legislative, administrative, and judicial action, Latin
America was strongly affected by the United States model. This feature
of Latin American legal systems can be simply, with only partial accu-
racy, summarized by saying that Latin American public law is more
North American than European in character.”

A second influence comes from the Iberian peninsula rather than France.
Spain and Portugal were authoritarian countries, both during the period
before the nineteenth century Latin American revolutions that created the
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present-day nation states and throughout the period of initial constitution
writing, and even well into the second half of the twentieth century. In
Wiarda and Kline’s view:

Political theory in Iberia and Latin America, in contrast, views govern-
ment as good, natural, and necessary for the welfare of society. If gov-
ernment is good, there was little reason to limit or put checks and bal-
ances on it. Hence, before we fall into the trap of condemning Latin
America for its powerful autocratic executives, subservient parliaments,
and weak local government, we must remember the different assump-
tions on which the Latin American systems are based.*

Douglass North emphasized the influence of European ideas, probably more
Iberian than French, that shaped nineteenth century Latin America and were
carried over into the twentieth century—“a long heritage of centralized
bureaucratic controls and accompanying ideological perceptions of the
issues.”®! The results were unfortunate. In Mexico, “centralized, bureaucratic
traditions carried over from its Spanish/Portuguese heritage” were “perpetu-
ated.” North wrote:

The interventionist and pervasively arbitrary nature of the institutional
environment forced every enterprise, urban or rural, to operate in a
highly politicized manner, using kinship networks, political influence,
and family prestige to gain privileged access to subsidized credit, to aid
various stratagems for recruiting labor, to collect debts or enforce con-
tracts, to evade taxes or circumvent the courts, and to defend or assert
titles to lands. Success or failure in the economic arena always depended
on the relationship of the producer with political authorities—local offi-
cials for arranging matters close at hand and the central government of
the colony for sympathetic interpretations of the law and intervention at
the local level when conditions required it. Small enterprise, excluded
from the system of corporate privilege and political favors, was forced to
operate in a permanent state of semiclandestiny, always at the margin of
the law, at the mercy of petty officials, never secure from arbitrary acts
and never protected against the rights of those more powerful.®?

From the standpoint of enforcement of contracts and protection of prop-
erty, these nineteenth century conditions of governance in Latin America

60. Wiarda and Kline (2000, p. 59).
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have little to do with the French tradition of a strong bureaucratic state or
with the principles of the Code Napoleon. The constitutional structure of
France coming out of the French Revolution was far from devoted to perpet-
uating the power of local economic and social interests. The new French con-
stitutional arrangements were based on the sovereignty of the legislative
branch. Indeed, that was the central theory of French constitutional theory
until de Gaulle came to power in 1958, when the French constitution was
amended. This amendment was a condition of his willingness to assume the
helm of the French state. The new 1958 French constitution granted the exec-
utive the power to make law in certain areas by decree.

Yet the theory of Latin American constitutions has traditionally been the
opposite of the pre-1958 French constitution; these Latin American constitu-
tions granted great power to the executive. And, as North points out, Spain
was the source of these Latin American institutions: “There was a centralized
monarchy and bureaucracy in Castile, and it was Castile that defined the
institutional evolution of both Spain and Latin America.”®> As Wiarda and
Kline further explain:

Virtually all Latin American constitutions have provided for the his-
torical, three-part division of power among executive, legislature, and
judiciary. However, in practice the three branches are not co-equal and
were not intended to be. The executive is constitutionally given exten-
sive powers to bypass the legislature, and judicial review until recently
has been largely outside Latin American legal tradition.*

With regard to judicial review—that is, the power of the courts to declare
acts of the legislature unconstitutional—it is quite wrong to code Latin
American countries’ law as based on French law. Indeed, the institution of
judicial review has recently become more common in Latin America. Yet in
France, judicial review is not available at all, except in a special, essentially
nonjudicial council in advance of enactment (and even that review became
available only in 1958, many decades after judicial review became common in
Latin America).®

In the case of administrative law, while French law provides for acts of gov-
ernment administration to be reviewable, that review takes place only in spe-
cialized administrative courts and not in the regular judicial system (that is,
administrative law is not reviewable by the ordinary courts that also handle

63. North (1990, p. 114).

64. Wiarda and Kline (2000, p. 60).
65. Bell (1992, pp. 29-56).



48

Perspectives on Law and Economic Development

cases among private parties).’ Just the opposite is true in most of Latin
America. Many Latin American countries have developed a remedy, usually
called amparo (similar to but broader than the English and American writ of
habeas corpus), that can be used to attack a broad range of administrative
acts. In fact, unlike most European countries that allow administrative acts to
be reviewable only by a specialized administrative court, amparo can nor-
mally be brought in the ordinary court system.®” One therefore could ask why
Latin America is not coded for regression purposes in the same category as
the United States, at least to the extent that the underlying theory of the rule
of law in economic development depends on the relationship between the
state and the economy.

If one looks to legal culture, it may be the case that even in public law, the
legal culture of many Latin American countries leads to different results in
public law controversies than one would anticipate by looking only at the
rules on the books. And it may be that the Latin American legal culture in
some way can be said to reflect a French approach to the legal profession and
the judiciary. But a defense of the legal origins approach on this subtle
ground merely leads to a second set of questions that may be the most impor-
tant ones when one begins to look for policy implications for developing
countries.®

Still a different kind of anomaly arises from treating Anglo-Saxon coun-
tries as in the same box simply because they adopted the common law. Inso-
far as public law is concerned, one can ask—for example—why Britain and
the United States should be placed together. As a continental European legal
scholar puts it: “[I]t is clear enough that British and American constitutional
law are not part of the same ‘family. . . . For the study of public law . .. the idea
of legal families does not work.”®

While the reasoning of courts in both countries places more emphasis on
judicial precedent than is normal in many civil law countries, Britain has
never recognized judicial review of statutory enactments.” Parliament is
sovereign (just as the French Assembly is sovereign) and has been since the
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Glorious Revolution of 1688—89. (Before 1689 neither Parliament nor the
king—the latter being generally recognized as sovereign—would recognize
judicial review.”') As a matter of fact, Britain—unlike France, Germany, and
nearly all other countries in the world—does not even have a written consti-
tution. To the extent that Britain has a constitution—based on legislation and
conventions and practice going back to the Magna Carta—it is not just sub-
ject to many interpretations but is considered more a question for Parliament
than for the courts. Indeed, Parliament can change the constitution by its
enactments, just as it can change a statute, without any special constitutional
amendment procedure.”

Governance as an Alternative Theory

The governance approach to explaining the rate of economic growth, though
useful as a contrast to the legal origins literature, has in common with it the
use of econometric techniques by economists. The governance work has been
done largely by economists at the World Bank Institute, a research compo-
nent of the World Bank. The original legal origins work, in contrast, was
almost entirely the product of economists in academia, although some off-
shoots from it have been funded and extended by the World Bank. An impor-
tant reason for the difference in where the work is done is probably that the
governance work had to be preceded by the collection of a great deal of spe-
cial survey data. The administration of the survey questionnaires involves
more than 200 countries, and their continuation year after year is obviously
easier for an international organization than for academic researchers.

The governance work has several advantages over the legal origins litera-
ture in explaining comparative economic growth. The larger number of
countries included allows many more interesting comparisons. Moreover,
many more developing countries are included in the governance studies than
were considered in the original Law and Finance literature. Especially note-
worthy are the number of common and civil law countries in Africa, com-
pared with the Law and Finance literature, which had no African civil law
countries (other than Egypt, which is quite different in most respects from
sub-Saharan Africa). The governance indicators suggest some obvious and
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practical modifications to development strategy beyond the law on the books
and especially beyond legal origin, which by definition cannot be changed.
The amount of data collected over an eight-year period allows judgments
about how changes in governance may have affected countries’ growth. Kauf-
mann noted, for example, that “a simple review of recent data suggests a
much higher correlation between FDI [foreign direct investment] and gover-
nance than between FDI and macroeconomic variables,” leading him to the
conclusions that “maintaining macroeconomic stability ought to continue
to be regarded as a necessary precondition for growth and for FDI, yet it is
far from sufficient,” and that “particular emphasis on governance factors is
warranted, since at the present juncture it appears to constitute a binding
constraint.””

Another important difference is that the governance inquiry has been
much broader than the legal origins approach. In the minds of the gov-
ernance analysts, there are three dimensions of governance of a country, each
of which is in turn broken down into six dimensions: “voice and exter-
nal accountability”; “political stability and lack of violence, crime, and ter-
rorism”; “government effectiveness”; “lack of regulatory burden [some-
times abbreviated as regulatory quality]”; “rule of law”; and “control of
corruption.”’*

The core of the analysis in the succeeding chapters of this book is thus the
fifth component, the rule of law, although elements of the other five compo-
nents also play a role in some legal origins work. In turn, the governance
research implicitly looks to factors other than legal origin, although it does
provide some insight into the legal origins work product.

One aspect of the governance research is that it permits one to rank coun-
tries by “rule of law” and, to the extent that the research results are based on
surveys, to chart progress between compilations of the surveys, not just for
countries but for regions of the world. So, for example, the surveys provide
quantitative evidence of what one normally finds in qualitative writing, such
as the extent to which judicial independence varies by region. The surveys
show that judicial independence is greater among the members of the Orga-
nization for Economic Cooperation and Development (OECD) than in the
East Asia industrialized countries, which in turn rank higher than the transi-
tion countries (Eastern Europe and the former Soviet Union), with emerging
market countries slightly lower than the transition countries. The surveys
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also show that the Eastern European countries have done much better in
judicial independence than the countries of the former Soviet Union.”

Looking at changes from one compilation to the next, one finds the less
obvious and more worrisome fact that, from 1998 to 2003, judicial indepen-
dence deteriorated slightly in all regions (other than the East Asian industri-
alized countries).” And still more interesting, judicial independence is no
higher in Latin America and the Caribbean’s emerging countries than it is in
Eastern Europe’s transition countries, despite the pernicious influence of
Communist parties on judicial independence until the early 1990s.””

Similarly worrisome is the major deterioration experienced by low-
income countries in all six governance dimensions from 1996 to 2003. A
number of low-income African countries, such as the Central African Repub-
lic, Cote d’Ivoire, and Zimbabwe, suffered “significant” deterioration in all
six categories, including the rule of law. In contrast, some low-income coun-
tries made significant improvements in five or six categories, showing that
improvement even in the lowest-income countries is definitely possible.

Another insight comes from survey questions such as “In your industry,
how commonly would you estimate that firms make undocumented extra
payments or bribes connected with influencing laws and policies, regulations,
or decrees to favor selected business interests?” (with seven possible answers
ranging from “common” to “never occurs”).”® Of course, surveys depend on
questions, and it is common knowledge that different individuals interpret
questions differently, and that this is especially true with regard to individu-
als in different countries. For example, some individuals, and probably even
more so some cultures, tend to be more pessimistic than others about the
state of values of other people and hence are inclined to assume that corrup-
tion is more common among other firms than perhaps is warranted. A com-
parable reservation about comparisons with regard to judicial independence
is prudent. Trends over time within regions, and especially within countries,
may thus be more important than cross-country and especially cross-
regional comparisons. Still, the general cross-regional results from the sur-
veys support, rather than contradict, judgments commonly expressed in
qualitative commentary.

75. Kaufmann (2004a, p. 143, table 1).

76. Although one may have statistical doubts about whether a deterioration has been conclu-
sively shown, Kaufmann (2004a, p. 139 n. 8) points out that the “statistical confidence in the
statement that there is no evidence of a positive trend in any governance dimension is very high.”

77. Kaufmann (2004a, p. 140, figure 1b).

78. Kaufmann (2004a, p. 160, table A2).
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The findings showing sharp differences between developed and develop-
ing countries on rule-of-law issues raise the same problem that plagues the
legal origins studies, namely, the direction of causality. Do more independent
legal institutions cause higher incomes? Or is it a case of reverse causality? In
other words, do higher incomes provide the resources that lead to a higher
rule-of-law level? One can see, for example, that with more money, judges can
be paid more and be provided with more computers and better libraries,
thereby insulating them better against political pressures and the temptation
of bribes.

In dealing with the issue of reverse causality, legal origins studies can rely
on the analytical point that because the legal origin of a country was deter-
mined more than a century earlier, the country’s current income level cannot
determine its legal origin.” Governance studies have no such recourse. How-
ever, governance researchers have used a different approach that allows them,
in their judgment, to find not just that there was no reverse causality but “a
large direct causal effect from better governance to improved development
outcomes.”®

The governance literature provides a platform for evaluating the legal ori-
gins literature. Specifically, the governance surveys, together with expert
assessments from a wide variety of governmental and nongovernmental
groups, provide country-by-country data on the state of the current rule of
law. These country results can then be run back to see how different origins
rank on the rule-of-law criterion. This cross-methodology exercise does find,
“controlling for other factors, on average a small advantage for countries with
common law over civil law origins.”® But it also raises a number of reserva-
tions about the utility for public policy of the common law—civil law distinc-
tion. If one divides countries into two categories, high-quality and low-quality
rule of law, one can further sort by legal origin and current income levels and
then can see how many of the civil law developing countries actually enjoy
high-quality rule of law and how many of the common law developing coun-
tries suffer from low-quality rule of law. French law countries include, for
example, Chile and Costa Rica, countries that are usually considered to rank
relatively high on rule of law. And the common law countries include many
lower-quality rule-of-law countries, not just in Africa (such as Kenya, Liberia,
Nigeria, and Somalia) but also in Asia (Bangladesh and Pakistan). German

79. See La Porta and others (1998, pp. 1150-52) on the use of instrumental variables.

80. The World Bank Institute approach to reverse causality is explained in Kaufmann
(2004a, p. 145).

81. Kaufmann (2004a, p. 147).
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law is not found to any great extent in the developing world because of the
lateness and weakness of German colonial expansion, but it includes high-
quality rule-of-law countries such as Korea and Taiwan in Asia and Estonia,
Hungary, and Slovenia in Eastern Europe.®

A further virtue of the governance literature is that it includes some 200
countries, whereas the key Law and Finance article included data on only 49
countries. Although 49 countries may be enough for an academic paper
aimed at a general conclusion (and at the time a new perspective), serious
problems arise when one is attempting to arrive at policy recommendations
for a subset of those countries—namely, developing countries.®*> Then ques-
tions about the selection criteria become important. The governance litera-
ture uses data from essentially all developing countries.

Furthermore, the difference by legal origin among the governance litera-
ture’s seventy-five low-income countries (which are especially important for
economic development policy) provides a common law—civil law comparison
on governance indicators as a whole (that is, all six dimensions and not just
the rule-of-law dimension). The results show, for example, that in those
countries, common law countries come out slightly ahead of civil law coun-
tries on three components (voice and accountability, government effective-
ness, and rule of law); even with civil law countries on regulatory quality;
and slightly behind civil law countries on political stability and control of
corruption.®** From this perspective, the public policy problem to be
addressed in low-income countries is governance across the board and not
just the legal origin aspects of governance.

Even with respect to legal origin as such, Kaufmann found that while there
was “evidence of a small but significant correlation between legal origins

82. Kaufmann (2004a, p. 147).

83. The LLSV (La Porta and others 1998, p. 1117) criteria for inclusion required that the
country have at least five domestic, nonfinancial, publicly traded firms with no government
ownership in 1993. These criteria made sense for a study of the development of financial sec-
tors without special focus on special issues involving developing countries but left out infor-
mation that would be important if one were primarily interested in developing countries.
The legal origins authors have somewhat increased the number of countries in their database
over time; see, for example, Djankov and others (2005), in which seventy-two countries are
used. But the LLSV Law and Finance database remains much smaller than Kaufmann’s gov-
ernance database. Some of the legal origins authors, particularly Djankov, who did not par-
ticipate in the original Law and Finance studies, have participated in the World Bank Doing
Business series, but that series is focused on regulatory issues that are beyond the scope of this
book. Some of LLSV’s later work, discussed in chapter 5, uses larger data sets to analyze
other issues.

84. Kaufmann (2004a, p. 148, figure 3b).
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and governance” in the complete set of some 200 countries, when he focused
on the 75 lower-income countries, “the differences between common law
and civil law essentially disappear.” Yet, as Kaufmann points out, it “is pre-
cisely within this group of countries, many of which exhibit dysfunctional
governance, that the most daunting governance challenges lie.”®> In short,
the concept of legal origins is interesting from a scholarly point of view, but
from the point of view of public policy formation for the poorer developing
countries, legal origin appears to be of dubious relevance.

In trying to understand these governance results, one must consider sub-
jectivity and related survey issues. Kaufmann’s answer to the subjectivity con-
cern is that subjective measures of governance contain important informa-
tion often not captured by objective indicators, particularly in emerging
economies.® This answer is no doubt correct in view of the serious short-
comings of the LLSV “objective” indicators reviewed in this and later finan-
cial sector chapters, but there is still reason to consider the shortcomings of
subjective measures.

For example, a judicial corruption question was: “In your industry, how
commonly would you estimate that firms make undocumented extra pay-
ments or bribes connected with getting favorable judicial decisions?” A score
of 1 means “common” and a score of 7 means “never.”®” Here, as in the legal
origins work, policy implication issues arise: Bribes have both a supply and a
demand side, and the research gives little insight into how to work to lower
the incidence of judicial corruption. Especially when one is talking about
judicial corruption, it is unclear how enforcement of anticorruption legisla-
tion can be achieved in those countries where it is most needed.

In the case of judicial independence, the respondents were asked to what
extent they agreed with the following statement: “The judiciary in your coun-
try is independent from political influence of members of government, citi-
zens, or firms.”®® These types of questions were asked of 6,000 enterprises in
more than 100 countries, and therefore the answers are primarily a business
view of the judiciary, which is certainly not the only view that counts and per-
haps not even the most important one.

85. Kaufmann (2004a, p. 147). See also Kaufmann (2003).
86. Kaufmann, Kraay, and Mastruzzi (2005).

87. Kaufmann (2004a, p. 141, figure 1c).

88. Kaufmann (2004a, p. 140, figure 1b).
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One therefore might be inclined to object that perceptions do not neces-
sarily reflect reality, and to some extent that is no doubt true.®* But percep-
tions can have independent force. If business firms believe that the courts are
not independent, they are likely to make less use of the judiciary to resolve dis-
putes. And if the dispute is with a governmental institution, they may be more
likely to choose bribery as less expensive and more certain than litigation.

Although one might quarrel with the choice of business respondents, an
important by-product of focusing on business perceptions is that Kaufmann
and colleagues were able to construct an index of “crony bias”—defined as
the business respondents’ assessment of the special influence of firms close to
the government as compared with the influence of their own trade associa-
tion. Among the nonobvious results was that crony bias was substantially
higher in Latin America than in the sub-Saharan Africa and the Middle
East—North Africa regions.*

What should one conclude to be the relative merits of the legal origins
and governance approaches? The governance work suggests that the public
policy implications in the rule-of-law area are complicated and that rule-of-
law performance may well depend on institutions and organizations unre-
lated to the law; voice and accountability seem particularly important and
can be influenced by legal rules, such as a constitutional guarantee of freedom
of speech and press. But at least one can say that while legal origin cannot be
changed, the governance work adds greatly to our understanding of what
rule-of-law problems need to be worked on in the developing world whatever
the legal origin of the countries involved.

89. K. Davis (2004, p. 150), who provides a critical review of efforts to assess the rule of law
in developing countries, has pointed out that some business respondents in surveys may not
have been residents of the country in question and therefore their perceptions may not have
been based on personal and direct knowledge.

90. See Hellman and Kaufmann (2002).



Competing Explanations

Economist Dani Rodrik has trenchantly observed that econometric
tests of the causes of growth are inherently suspect:

Econometric results can be found to support any and all . . . categories
of arguments. However, very little of this econometric work survives
close scrutiny . . . or is able to sway the priors of anyone with strong
convictions in other directions. Moreover, there is little reason to
believe that the primary causal channels are invariant to time period,
initial conditions, or other aspects of a country’s circumstances. There
may not be universal rules about what makes countries grow.!

Rodrik’s observations suggest that factors other than legal rules, or even legal
institutions more broadly defined, may provide competing explanations to
the ultimate puzzle of what actually accounts for high per capita GDP levels
and economic growth. Why have some countries grown rapidly over the last
few centuries and others have not?

One answer sympathetic to poor countries in hot climates is to say that the
issue is mostly about geography. Under this approach it is no accident that the
successful countries in the GDP per capita game are those that lie in temper-
ate climates.

A different approach is to say that culture explains relative rates of eco-
nomic growth. Historically one of the most influential works was The Protes-
tant Ethic and the Rise of Capitalism, written by German scholar Max Weber

1. Rodrik (2003, pp. 9-10).
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in the early twentieth century.? Religion aside, Harvard historian David Lan-
des claims that “culture makes almost all the difference.” By culture he means
nothing more complicated than “work, thrift, honesty, patience, tenacity.”
On examination, the cultural explanation has a number of subthemes: not
only religion, but also trust, social capital, and social norms.

Let us take these competing explanations—geography and culture—
in turn, with a view not to passing judgment on the value of the legal
origins and governance literature but rather to placing that literature in
proper context for an analysis of how legal institutions influence economic

development.

Geography

Geography is not a new explanation. In the mid-eighteenth century Mon-
tesquieu devoted Book XIV of The Spirit of the Laws to “Laws in Relation to
the Nature of the Climate,” in which he considered the impact of various cli-
mates on a broad range of human activity. Montesquieu’s work today seems
idiosyncratic, even racially prejudiced, but climate still plays a large role in
geographic explanations.

On the surface of things, geography matters. As Acemoglu wrote in 2003,
“Locate the poorest places in the world where per capita incomes are less than
one-twentieth those in the United States. You will find almost all of them
close to the equator, in very hot regions that experience periodic torrential
rains and where, by definition, tropical diseases are widespread.”* Even
though some economists have published studies showing that geography
does not add anything once one controls for institutions, it can hardly be
doubted that economic growth presents a greater challenge in the tropics for
a number of reasons. ®

A vocal proponent of the geography thesis is Jeffrey Sachs. He emphasizes
two points: the health problems arising from tropical diseases, and the lower
productivity in the tropics of staple crops, especially rice, wheat, and corn
(maize).® According to one Sachs study, malaria transmission directly affects
per capita income levels even after controlling for institutional differences.”

2. For an English translation, see Weber (1958).

3. Landes (2000, p. 12).

4. Acemoglu (2003, p. 27).

5. On institutions and geography, see Rodrik, Subramanian, and Trebbi (2004).
6. Sachs (2001).

7. Sachs (2003a).
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Although Sachs agrees that institutions matter, he simply argues that geogra-
phy also matters and therefore that special efforts are needed, especially in
places like sub-Saharan Africa.®

A different view of the Sachs thesis has been advanced by Easterly and
Levine. Using cross-country regression methods, they found that the Sachs
explanation involving disease and agricultural products affects economic
development only through institutions.” But that conclusion merely raises
the question why, among tropical countries, some have better institutions
than others.

A second line of support for the geography thesis addresses the institu-
tional question more directly. This line of argument finds that two kinds of
institutional structure were developed during the colonial period, the differ-
ence in institutions depending on the geographical characteristics of the
colony. In realms suitable only for mineral exploitation or plantation farming
and where Europeans could not easily survive because of tropical disease, the
Europeans enslaved the indigenous population and did not themselves form
permanent settlements.!® But in the poorer lands, like New England, where
the natives were not easy to enslave and where there was no way to organize
mass exploitative activities, the Europeans were forced to form their own tiny
settlements.

Glaeser and colleagues (who include three of the four LLSV authors) have
examined this second version of the geography thesis and argued that it was
not so much the institutions that settlers brought with them to North Amer-
ica but rather their human capital—in other words, not just democratic insti-
tutions and the rule of law, but more particularly their education and the
educational values and systems—that laid the foundation for future eco-
nomic development.!' The relationship among education, human capital,
and institutions is, of course, an important question. If human capital is
essential to well-functioning institutions, it would, of course, possibly shed
some light on why, according to Merryman, French law works well in France
and less well in countries where French law was adopted (as well as shedding
light on the fact that English law has not produced outstanding economic
growth in many countries of sub-Saharan Africa).'?

8. Sachs (2003b).
9. Easterly and Levine (2002).
10. Acemoglu, Johnson, and Robinson (2001). See also Beck, Demirgii¢-Kunt, and Levine
(2003).
11. Glaeser and others (2004).
12. Merryman (1996).
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These latter versions of the geography explanation, unlike the Sachs ver-
sion, are compatible with neoinstitutional and legal origins thinking. After
all, the French seemed on the whole to favor the tropics and the Spanish were
especially interested in gold and silver mining, while the British had to make
do with less romantic places like New England, Canada, Australia, and South
Africa. Napoleon, according to a perhaps apocryphal story, is said to have con-
sidered trading Guadeloupe for Canada, but abandoned the idea of trading
the lush island for “a patch of snow.”'* This version of the geography thesis
leaves in place the insight that institutions not only count but are a crucial
influence. But that insight by itself does not prove that only institutions count.

Geography is not totally immutable in the sense that, for example, health
measures can mitigate the negative effects of a tropical location. Yet the
diverse growth patterns of countries outside the tropics and lying contiguous
to each other suggest that institutions can make a huge difference. As Daniel
Kaufmann asked in expressing reservations about the somewhat different
question of using cross-country regressions to test any theory of the causes
of economic growth: “What accounts for the rather different institutional
paths taken by Argentina and Chile in spite of their very similar cultural,
geographical, colonial, and (civil) legal code systems? Or by Poland and the
Ukraine? Or by both Koreas?”'* Using a similar argument-by-example
approach, a publication of the International Monetary Fund (IMF) argues
that if “geographical factors were the only determining factor . . ., it would
be difficult to reconcile the strong economic performance of Botswana with
the severe difficulties in neighboring countries such as Angola and Zim-
babwe, or the high standard of living in Singapore with the much lower
incomes in many other equatorial countries.”'® The foregoing questions are
particularly forceful in evaluating the geography thesis if one’s focus is on
legal institutional reform. And if the geography explanation is at least partly
correct, the broader development challenge for the international community
is that “adverse geography does not fundamentally alter the fact that the
effectiveness of assistance depends heavily on the institutions of the recipient
country.”'s

13. Britain occupied Guadeloupe, but France retook the island during the revolutionary
period. Sokoloff and Engerman (2000, p. 217) report a related story about Voltaire character-
izing the war between the French and the British in North America in the 1756-63 period as
“fighting over a few acres of snow.”

14. Kaufmann (2003a, p. 311).

15. IMF (2003, p. 101).

16. Birdsall, Rodrik, and Subramanian (2005).
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Another aspect of geography lies in the recognized importance to develop-
ment of openness to international trade.!” Trade involves both exports and
imports. A small, poor, and landlocked country may find it difficult to
develop export markets. Being landlocked is not as favorable geographically
as being situated where oceangoing vessels can reach world markets.

Culture

Several social scientists and historians have found strong evidence that cul-
ture explains at least some differences in the rate at which countries develop.®
An economic history view is that, in the words of David Landes, “if we learn
anything from the history of economic development, it is that culture makes
almost all the difference.”*®

The variability in growth rates among developing countries and the link of
that variability to cultural differences have been highlighted by Huntington:

In the early 1990s, I happened to come across economic data on Ghana
and South Korea in the early 1960s, and I was astonished to see how
similar their economies were then. These two countries had roughly
comparable levels of per capita GNP; similar divisions of their economy
among primary products, manufacturing, and services; and overwhelm-
ingly primary product exports, with South Korea producing a few man-
ufactured goods. Also, they were receiving comparable levels of eco-
nomic aid. Thirty years later, South Korea had become an industrial
giant with the fourteenth largest economy in the world, multinational
corporations, major exports of automobiles, electronic equipment, and
other sophisticated manufactures, and a per capita income approximat-
ing that of Greece. Moreover, it was on its way to the consolidation of
democratic institutions. No such changes had occurred in Ghana, whose
per capita GNP was now about one-fifteenth that of South Korea’s. How
could this extraordinary difference in development be explained??

Huntington went on to argue that “culture had to be a large part of the expla-
nation,” noting that “Koreans valued thrift, investment, hard work, education,
organization, and discipline,” and that “Ghanaians had different values.” Hunt-
ington’s conclusion is encapsulated in the title of the book, Culture Matters.

17. Sachs and Warner (1995).

18. See generally Guiso, Sapienza, and Zingales (2006).
19. Landes (2000, p. 2).

20. Huntington (2000, p. xiii).
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As powerful as Huntington’s argument may appear, it leads to an obvious
question. How is one to explain that Ghana and South Korea were at the same
level of development (well above subsistence levels) in 1960 if, as Huntington
says, Ghanaian culture is so inferior to South Korean culture? If the answer is
that in 1960 Ghana was part of the British Empire, that explanation points to
the strength of British institutions. Should one conclude that institutions
therefore trump culture, rather than the other way around?

Whether or not culture determines differences in economic development,
it cannot be denied that Huntington rightly points out that the variability in
growth rates of developing countries has been enormous and not easily
explained. Certainly a legal origins approach helps little. Ghana inherited the
common law and at the least the outer trappings of democracy from Britain
(even though “2001 witnessed the first peaceful transfer of power between
democratically elected governments in Ghana’s 44-year history”).?' And South
Korea inherited, through Japan, a civil law tradition and experienced author-
itarian government during its early growth years. Thus the Ghana—South
Korean contrast casts doubt on both a legal origins and a pro-democracy rule-
of-law thesis.

Harrison offered another reason for concluding that culture must make
some difference. In “multicultural countries,” he wrote, . . . some ethnic
groups do better than others, although all operate with the same economic
signals, [for example,] the Chinese minorities in Thailand, Malaysia, Indone-
sia, the Philippines, and the United States; the Japanese minorities in Brazil
and the United States; the Basques in Spain and Latin America; and the Jews
wherever they have migrated.”?

Although much of the work on the influence of culture on economic
growth has been done by historians and noneconomist social scientists, the
economics profession has begun to turn its attention to the subject. The
answer is that, yes, culture can affect economic outcomes both directly and
through the political process.?> For example, Tabellini, using data from Euro-
pean regions, found that historical indicators of culture (literacy as of 1880
and differences in historical political institutions within regions that are cur-
rently within a single country) were an important determinant of current
economic performance.?

21. Encyclopedia Britannica Almanac 2003, p. 483.

22. Harrison (2000, p. xxiv).

23. A thorough review is to be found in Guiso, Sapienza, and Zingales (2006).
24, Tabellini (2005).
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Cultural explanations for differential growth rates are challenging to refute
(or to confirm) because culture is hard to define and to measure. Some econ-
omists, therefore, have preferred to avoid cultural explanations. Solow
famously wrote that if culture was to be more than a “buzzword,” it “should
somehow be measurable, even inexactly,” but “measurement seems very far
away.”?® Nevertheless, some of the most prolific of the researchers using
regressions to analyze the legal origins approach to economic development
research have been willing to try to examine the contributions of various
aspects of culture to development. LLSV, for example, started by looking at
comparative levels of “trust” across countries; they used a forty-country sur-
vey, the World Values Survey, that asked such questions as the following:
“Generally, speaking, would you say that most people can be trusted or that
you can’t be too careful in dealing with people?”2

One important reason for thinking that culture is not just a support for
law but can even be a partial substitute for it lies in the area of enforcement
of contracts. If one posits, as seems reasonable, that the development of con-
tracting is essential to economic development, then it seems clear that the
performance of contracts cannot depend solely on judicial enforcement.
Although the availability of court enforcement may remain important, rou-
tine performance of contracts among unrelated parties cannot depend solely
on the threat of bringing a defaulting party to court. One reason is that eco-
nomic contracts of any complexity or duration are nearly always incomplete.
For such contracts, it will normally be impossible or at least unduly expensive
and time-consuming to write all future contingencies into the contract.?”
Hence cultural factors, such as generalized and cross-group trust of the kind
referred to in the World Values Survey, are likely to be a factor in voluntary
performance of contracts where contingencies arise that are not specifically
covered in the contract. And since financial development is crucial to eco-
nomic development (a point that is discussed later in this volume), the regu-
larized performance of financial contracts depends not just on law but on
such generalized trust. As Guiso, Sapienza, and Zingales put it:

Since financial contracts are the ultimate trust-intensive contracts,
social capital should have major effects on the development of financial
markets. Financing is nothing but an exchange of a sum of money
today for a promise to return more money in the future. Whether such

25. Solow (1995, p. 38).
26. La Porta and others (1997b, p. 335).
27. Guiso, Sapienza, and Zingales (2004a).
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an exchange can take place depends not only on the legal enforceability
of contracts, but also on the extent to which the financier trusts the
financee.?®

One reason, despite measurement difficulties, for looking at culture is that
if institutions (including legal institutions) shape culture, then culture may
not be a variable independent of institutions. To take one example from
political institutions, Sunstein has argued that democratic governance can
shape cultural values involving issues such as the environment.? The same
should be true of cultural values involving the economy as such.

More generally, a reason for being attuned to cultural differences is that
law and legal institutions introduced, in the name of good governance, into
developing countries that are at odds with local culture are unlikely to suc-
ceed. This is the “legal transplant” issue that recurs throughout this book. A
good deal of evidence suggests that legal transplants do not work in such cir-
cumstances. An especially dramatic set of examples of failed transplants
involved the introduction of developed country law, especially in the com-
mercial and financial sectors, in Eastern Europe and the former Soviet Union
in the 1990s.*° One important insight, compatible with an economic
approach, is that just because a legal rule or institution is supplied does not
mean that it will be demanded.> The success of a legal transplant from an
alien culture therefore depends on a local demand for the new transplanted
rule or institution.>

Pistor and her colleagues found that in some countries transplanted law
has remained without influence for decades in the face of rapid economic
change. In other countries, they found, the institutional base for adapting the
law to changing realities was not present. And in some countries transplanted
laws were changed erratically, sometimes in a retrogressive fashion, because
the legal profession and lawmakers had so little knowledge of or experience
with the legal field involved. In short, transplanted laws often do not operate
in the host country the way they do in the home country.*

28. Guiso, Sapienza, and Zingales (2004b, p. 527).

29. Sunstein (1996, 1997).

30. Berkowitz, Pistor, and Richard (2003b).

31. Hendley (1999).

32. Berkowitz, Pistor, and Richard (2003a). The same principle of successful law corre-
sponding to social norms has long been recognized even where no alien influences are
involved. Holmes (1963, p. 36) observed in 1881, “The final requirement of a sound body of
law is that it should correspond with the actual feelings and demands of the community,
whether right or wrong”

33. Pistor and others (2003, pp. 97-108).
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To begin to unpack the idea of culture, it is therefore useful to look at sev-
eral different concepts that social scientists have used to analyze culture: trust,
social capital, religion, and social norms.

TRUST

LLSV found that the willingness of individuals to trust others within the
same country had “statistically significant and quantitatively large” effects on
judicial efficiency, bureaucratic quality, tax compliance, and limitation of cor-
ruption. They even found a high association between the level of trust and
per capita GDP growth.** As is discussed in a later chapter, trust may be espe-
cially important in the development of credit markets because trust in repay-
ment is important to creditors, whatever the availability of legal remedies for
nonpayment.

In contrast, Ronald Inglehart, a political scientist, warned against placing
undue emphasis on trust as a free-standing variable, showing that “virtually
all historically Protestant societies rank higher on interpersonal trust than
virtually all historically Catholic societies . . . even when we control for levels
of economic development.” He found that interpersonal trust does not deter-
mine per capita income levels even in the developed world.*

SOCIAL CAPITAL

Some economists find culture easier to analyze if they can analogize it to
some accepted economic concept. One such concept is “social capital,” which
is analogous to the well-accepted economic concept of “human capital.”*
Knack and Keefer, in an article whose title asked “Does Social Capital Have an
Economic Payoff?” found that social capital did indeed have a payoff in
building trust and civic cooperation. They were unable, however, to show a
direct payoff in economic growth, despite their conclusion that “trust and
civic norms are stronger in nations with higher and more equal incomes.”*’

Fukuyama bridged the social capital and more purely economic
approaches in arguing that while it “is perfectly possible to form successful
groups in the absence of social capital, using a variety of formal coordination
mechanisms like contracts, hierarchies, constitutions, legal systems, and the
like, . . . informal norms greatly reduce what economists label ‘transactions

34, La Porta and others (1997b).

35. Inglehart (2000, p. 90 and figure 7.3).

36. See Coleman (1990). For a survey of the social capital literature, see Durlauf and
Fafchamps (2005).

37.Knack and Keefer (1997).
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costs’—the cost of monitoring, contracting, adjudicating, and enforcing for-
mal agreements.”?

RELIGION

Another cultural factor is religion. Guiso, Sapienza, and Zingales used
regression techniques to find that on average “religion is good for the devel-
opment of attitudes that are conducive to economic growth.” This was, how-
ever, more the case for Christian religions than for Islam.* As between
Catholics and Protestants, they found differences: “Protestants trust others
and the legal system more than Catholics and they are less willing to cheat on
taxes and accept a bribe [than] Catholics.”*

Guiso and his colleagues also found an important link between religion
and respect for the law. When respondents were asked whether particular
actions could “always be justified, never be justified, or something in
between,” results from sixty-six countries showed that while “all religions
result in increased trust in the legal system and reduced willingness to break
legal rules,” this “effect differs significantly across religious denominations.”
For example, they found that “Judaism [has] the strongest negative impact on
willingness to cheat on taxes, Protestantism second, Catholicism and Hin-
duism third, and Islam fourth,” but that the “negative impact” with respect to
accepting a bribe is “strongest” for Buddhists “with Protestants and Muslims
next, and Catholics last.”*' This summary does not do justice to the richness
of the results, given the very large sample size of over 80,000, and the findings
varied substantially depending on whether individuals were merely “raised
religiously” or were “currently religious” (attending religious services at least
once a year) or were “actively religious” (attending at least once a week).*
The results also differed depending on whether the respondents were part of
a dominant religion in a country. (The intuition behind this last inquiry is
that a dominant religion has a broader cultural impact on a country as a
whole; for example, Catholicism might have an independent impact on, say,
Italian culture beyond the impact of any individual’s religious affiliation and
activity.)

In their study finding trust to be a positive factor for economic growth,
LLSV also found that countries with dominant hierarchical religions

38. Fukuyama (2000, p. 99).

39. Guiso, Sapienza, and Zingales
40. Guiso, Sapienza, and Zingales
41. Guiso, Sapienza, and Zingales
42. Guiso, Sapienza, and Zingales

2003, p. 280).
2003, pp. 241, 264).
2003, p. 264).
2003, p. 256).
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(Catholic, Eastern Orthodox, and Muslim) “have less efficient judiciaries,
greater corruption [and] higher rates of tax evasion” than other countries,
and this was true holding per capita income constant.*

SOCIAL NORMS

Although trust, social capital, and religion may all be factors in determin-
ing attitudes toward honesty in commercial dealings and therefore in deter-
mining a country’s economic performance, broader social attitudes may also
play a role in using law to enhance economic development. With this notion
of broader social attitudes in mind, legal scholars, especially in the United
States, have increasingly spoken of social norms.** The source of social
norms, though clearly reflecting cultural values, is for some purposes less
important than whether they exist and what they are. Indeed, from a legal
point of view, social norms are in some respects like legal rules. Legal rules are
norms promulgated and enforced by the state. Social norms come from the
individuals of the society, and the society enforces them by social pressures
and social sanctions.

When social norms—say, a norm supporting the sanctity of contracts and
property—coincide with legal rules and a judiciary to back them up, social
norms and law are complementary and mutually reinforcing. This is why
neoinstitutional economists such as Douglass North regard social norms as
part of the “rules of the game” in the same sense as law. Of course, as noted
in the discussion of legal transplants, social norms can undermine law, par-
ticularly new law imported from a foreign culture.

Even where social norms do not actively undermine legal rules, they may
throw light on anomalies in the legal origins approach. To take just one exam-
ple, Garretsen, Lensink, and Sterken found that although common law coun-
tries in Asia had adopted the British legal system, different social norms led
to “different legal institutions with respect to shareholder rights” compared
with the major common law countries: the United States, the United King-
dom, Canada, Australia, and New Zealand.*

Values and Cultural Regions

The cultural explanation suggests that culture should be taken seriously by
lawyers; law reform is not a technocratic exercise. The cultural explanation,

43. La Porta and others (1997b, pp. 336-37). For a different approach, see Barro and
McCleary (2003).

44. See, for example, Posner (2000). For a review of the earlier literature, see Elster (1989).

45. Garretsen, Lensink, and Sterken (2004, p. 172).
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however, gives little guidance to a policymaker seeking to quicken the pace of
economic development. What is missing thus far is a concrete sense of what
aspects of culture are crucial. Further, it would be useful to know whether any
aspects of culture can be changed through public policy and in what partic-
ular respects culture inhibits law reform.

Using the notions of values and cultural regions, Licht, Goldschmidt, and
Schwartz have taken important steps to measure cultural differences.* They
pursue an analogy to the legal origins literature’s use of legal families by
delineating cultural regions within which particular cultural similarities pre-
dominate. To do so, they have sought to stress cultural values that are deeper
(or more fundamental) than social norms and religion. They have relied on
a short list of polar opposites, such as autonomy versus embeddedness, where
autonomy “describes cultures in which the person is viewed as an
autonomous, bounded entity who finds meaning in his or her own unique-
ness,” and embeddedness “represents a cultural emphasis on the maintenance
of the status quo, propriety, and restraint of actions or inclinations that might
disrupt group solidarity or the traditional order.” Other such cultural
dichotomies are hierarchy (“obeying role obligations within a legitimately
unequal distribution of power, roles, and resources”) versus egalitarianism
(“transcendence of selfish interests in favor of voluntary commitment to pro-
moting the welfare of others”) and mastery (“getting ahead through active
self-assertion”) versus harmony (“fitting harmoniously into the social and
natural environment”).#” It is not surprising that English-speaking countries
(one of the cultural regions) rank high on autonomy, egalitarianism, and
mastery (though not the highest in each instance).

Regions constructed from these values corresponded in much of the world
with regions of the same legal origin (for example, English-speaking and
common law). However, the data led to a distinct Far Eastern—Asian cultural
region composed of roughly equal numbers of common law and civil law
countries, suggesting that culture is sometimes independent of legal origin.
Yet, in this cultural region, Licht, Goldschmidt, and Schwartz found that, con-
sonant with the LLSV legal origins results, the subset of common law coun-
tries had higher corporate governance scores than the subset of civil law
countries. But they also noted that the “perceived legality in the East Asian
cultural region is significantly lower than in English-speaking and West Euro-
pean countries,” leading to the conclusion that “the law on the books may

46. See Licht, Goldschmidt, and Schwartz (2004, 2005). See also Licht (2001).

47. Licht, Goldschmidt, and Schwartz (2005, table 1.A.). The authors also rely on a series of
indexes on individualism-collectivism, power-distance, uncertainty-avoidance, and masculinity-
femininity. These latter four values were taken from the work of Hofstede (2001).
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play only a minor role in determining shareholder protection in practice in
East Asian countries” and therefore that “caution” should be used in judging
“East Asian shareholder protection solely according to legal origin.”*

Although the data relied on in these studies have not been subjected to the
same kind of peer review as were the LLSV legal origins data, a virtue of this
particular analysis is that it throws light on the difficulties of basing legal
reform in a particular country on foreign concepts. For example, they note
that from 1992 to 1998 the average level of shareholder rights in central and
eastern Europe under the LLSV measure based on law on the books advanced
from substantially below the world average to well above it. And yet the
reforms, based on advice from American academics, yielded poor results.
Their explanation is that surveys showed that the residents of the former
communist countries “strongly endorsed cultural embeddedness and hierar-
chy,” which “correlate robustly with low perceived legality” and hence these
“countries lacked the cultural foundation that is consistent with widespread,
voluntary law-abidingness.”*

Furthermore, the reforms involved emphasizing litigation based on stan-
dards over bright-line rules, but the surveys showing a “relatively high aver-
age score on Harmony” suggest “that the populace may be inclined to avoid
the court system.” The authors’ somber conclusion was that “engendering
beneficial social change through legal reform thus faces massive hurdles in
such societies.”*® Whether that conclusion ultimately proves right or wrong,
it certainly raises important questions for an economic development pro-
gram based on transplanting law from countries with quite different cul-
tural values.™!

Legal Culture

Culture and legal origins may not be entirely contrasting explanations. It
would be surprising if they were because, for example, the law of England and
of France emerged from the societies of those countries. It is a common
observation that the common law reflects a sense of pragmatism and practi-
cality associated with English thinking and behavior. Be that as it may, one

48. Licht, Goldschmidt, and Schwartz (2005, p. 27).

49. Licht, Goldschmidt, and Schwartz (2005, pp. 31-32).

50. Licht, Goldschmidt, and Schwartz (2005, p. 32).

51. On the reforms in the former communist states, see Black and Kraakman (1996). See
Glaeser, Johnson, and Shleifer (2001), suggesting that enforcement by state regulators worked
better than enforcement by litigation in Eastern Europe.



Competing Explanations | 69

aspect of culture that cannot be avoided in looking at the influence of law on
economic development is the legal culture. Since whether laws on the books
are enforced (and whether they are enforced promptly at a reasonable cost to
the complainant) is at least as important as whether a particular substantive
rule is on the books, legal culture is an important, if frequently overlooked,
subject.

Although the legal origins literature began with a focus on substantive
rules of law, economists working in that tradition have increasingly intro-
duced the quality of enforcement. Obviously a rule of law that is not easily
enforced is likely to have limited influence. Hence the quality, integrity, and
attitudes of judges are a central consideration. As is argued in a subsequent
chapter, those characteristics of judges are as much a cultural phenomenon as
a technical question of court organization, funding, computerization, and
the like. In other words, legal education, judicial career patterns, the experi-
ence and prestige of the judiciary as a profession, along with similar factors
involving the lawyers who appear before the judges, have a great deal to do
with the rules of the game in actual practice.

Left open are such questions as whether the legal culture of a country
reflects the general political culture of a country, including ideology and
nationalism, as well as broader political attitudes toward the economy, the
role of government, and the like. For example, Roe has emphasized social
democratic politics as a determinant of legal rules.>? Rajan and Zingales have
emphasized interest group politics in which incumbent financial firms resist
financial development because it breeds competition for them.*

These political issues, and more generally the question of the ultimate
source of cultural attitudes, are not addressed in this book because the focus
is on how the legal rules actually adopted affect economic development and
what policy measures might prove feasible as options realistically within the
reach of the developing world. From the standpoint of this objective, there-
fore, the main conclusion from reviewing the legal origins story and the cul-
tural literature is a recognition of the importance of law while being sensitive
to the difficulties of relying primarily on legal reform as the key to economic
development. In the next chapter the importance of the process of legal
change is explored. One insight is that large-scale legal change does not nec-
essarily occur either rapidly or as a result of sudden change but rather
through an evolutionary process.

52. Roe (2003).
53. Rajan and Zingales (2003a).
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If one wants insight into how the developing world can attain the rule
of law, one good place to start would be to ask how countries in today’s devel-
oped world did it. Although the developed world now stretches well beyond
the countries of western Europe where the rule of law first arose, developed
countries such as the United States, Canada, and Australia—and, in a less
direct fashion, Japan—achieved a successful transplant of western European
legal institutions. Perhaps the western European experience can provide
insights into how this process of legal institutional development can succeed
in developing countries where the transplant remedy is obstructed by histor-
ical, societal, or other differences from western European nations. Western
Europe, after all, was not blessed with a rule of law in the Middle Ages but
successfully achieved it over a number of centuries.

The first step in this analysis is to recognize that rule-of-law institutions
are not essential for economic activity (although they are relevant to eco-
nomic growth). In every country goods and services are exchanged, usually
against money. In fact, in some of the poorest countries, the level of eco-
nomic activity in local marketplaces is intense, truly something to marvel.
And yet this exchange takes place without law playing a significant role.

Consider the public market, or bazaar—the primary economic institution
of the medieval world and even today a common sight in the developing
world. After seller and buyer reach a verbal agreement, the seller hands over
the goods and the buyer hands over the money. The quid and the quo are
exchanged simultaneously. But, as Greif put it, suppose the quid and the quo

70
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are separated.! They can be separated in time, as when the buyer promises to
pay later but wants to take the goods with him. What will then give the seller
confidence that he will be paid as promised? In the absence of law (or some
ongoing relationship between seller and buyer), the seller is likely simply to
refuse to sell except against money pressed into his hand. The same problem
arises where goods are to be made to order with the seller requiring advance
payment.

These problems were compounded in the medieval world when the buyer
and the seller were geographically separated. True, seller and buyer could
negotiate in writing or through a traveling agent. But the separation in place
meant that the goods would have to be produced and delivered before pay-
ment could be expected, the seller thereby taking what he might well consider
an unreasonable risk that the buyer would change his mind. Or payment
could be made before the goods were produced, in which case the buyer
would be taking the risk.

In these cases, the quid and the quo were separated in both space and time.
Of course, most goods were simply taken physically to distant bazaars where
they were offered for sale. The problem for the producer in that situation was
twofold. If he was cheated in the bazaar, he had to trust the local authorities
to protect him and not to discriminate against him as a foreigner. And second
he would normally have to choose some kind of agent to act as a salesman for
him. If the agent absconded with his goods or with the payment received in
exchange, the producer’s remedies might be limited.

These kinds of problems were acute in the Middle Ages, not so much
within the city-states that were the dominant economies of the time in
Europe but whenever long-distance trade had to be conducted.? The city-
states had domestic legal systems, but they could not easily enforce contracts
in which their citizens were cheated when selling or buying goods in distant
city-states.> And so intercity trade was limited. These kinds of problems
extended beyond trade and its financing to purely financial contracts and
insurance contracts, both of which necessarily had the same separation
between the quid and the quo as the trade examples.

Even where the parties were bargaining in good faith, the separation of
the quid and the quo created the possibility that one party, however well-
intentioned ex ante, would find it to his advantage ex post to reopen the

1. Greif (2004a).
2. Greif (2004b).
3. M. Smith (1928, pp. 213-16).
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bargaining or simply renege on the deal. This incentive to renegotiate agree-
ments after one party had performed, a common occurrence even today, can
be referred to as ex post opportunism; it creates severe economic inefficien-
cies whenever an adequate legal system is not in place. In other words, the
enforcement of contracts is important to ensure that contracts will be per-
formed voluntarily.

These kinds of problems exist across the entire spectrum of economic
activities whenever a system of law is not in place or does not work effectively
to give parties confidence that contracts will be carried out. This is the essence
of the rule-of-law problem in many developing countries where the legal sys-
tem does not, for whatever reason, work effectively.

Nevertheless, some trade can take place even though the parties are sepa-
rated if the party at risk has confidence in the performance of the other party.
That confidence may come from the reputation of the other party, though
that statement begs the question of how the requisite reputation can be cre-
ated. Of course, if the parties have repeated transactions, confidence may be
created because each party knows that a failure to perform will end the busi-
ness opportunities between the two. (Readers familiar with the theory of
games will recognize the repeated game phenomenon, which offsets the
incentive for someone in a two-player game to defect.*) Similarly, if the par-
ties have some other relationship, such as being members of the same family,
that relationship may be sufficient to give the requisite confidence. Consider
the success of the extended Chinese families spread across Southeast Asia in
carrying on trade even across countries that did not yet enjoy the rule of law.’

Early European Substitutes for the Rule of Law:
Boycotts and Reputation

In considering the evolution of long-distance trade in Europe during the
Middle Ages, one must recognize, however, that even in that period some
solutions were found to these kinds of trade problems, at least in certain
instances. The solutions, however, illustrate why a rule of law is essential to
the efficient functioning of a modern economy.

One early solution was the community responsibility system.® Under
this system, city-states (communities) would hold all members of a foreign

4. Baird, Gertner, and Picker (1994, p. 203).

5. Bardhan (2000, pp. 219-20); Redding (1990).

6. The description of this system draws heavily on Greif (2004a) and earlier Greif articles
cited therein. See also Greif (2004b).
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community responsible when any member of that foreign community
cheated, or failed to pay a debt to, a local citizen. If the foreigner refused to
make compensation, goods of that foreigner’s compatriots within the local
community would simply be impounded for the benefit of the local citizen.
In effect, the presence of a debtor’s compatriots provided de facto collateral.
The system worked because the debtor’s community would be motivated, in
view of its dependence on long-distance trade, to force its own citizen-debtor
to pay because trade opportunities would otherwise be limited by what
amounted to a boycott by the creditor’s community. The system worked both
for trade in goods and for financial transactions.

The system was, however, imperfect. In a sense the sanction was too pow-
erful. In the first place, impoundment of goods of all foreigners from a given
city disrupted trade between the two cities, at least until the dispute was set-
tled. Nearby city-states, therefore, sometimes entered into treaties to regulate
the implementation of the system, as in the Pisa-Florence Treaty of 1214.”
And the sanction was too strong in a further sense; it gave the local creditor
less reason to investigate the creditworthiness of his counterpart foreign
debtor before entering into the transaction.

Clearly third-party enforcement would have been preferable to the com-
munity responsibility system. But no appropriate third party was available
where the two communities were not subject to a common sovereign. Neither
Italy nor Germany had a single ruler because they were not unified states. In
England the Normans created a centralized legal system in Westminster cov-
ering the part of England subject to royal control through traveling judges,
but it was a costly and uncertain form of third-party enforcement, and so the
community responsibility system played a role in England as well.®

7. Greif (2004a, p. 130, n. 58).

8.1In 1166 “a system of sending royal judges from the center to go on circuit through the
counties” was established; see Danziger and Gillingham (2003, pp. 186—87). In view of the
common belief that in the Middle Ages only churchmen could read and write, it is worth not-
ing that the overwhelming majority of this new class of judges were laymen, men learned in
alaw that depended for its regular functioning upon documents. “Everywhere they went these
judges applied the same laws, a common law all over England, which is why the king who sent
them out is commonly regarded as the founder of the Common Law,” Danziger and Gilling-
ham wrote (p. 189). This practice was similar to circuit riding in the United States. In early
U.S. Supreme Court history, “riding circuit for justices meant bouncing thousands of miles
over rutted, dirt roads in stagecoach, on horseback, and in stick gigs to bring the federal judi-
ciary to the American communities strewn along the Eastern seaboard. More so than the rep-
resentatives of the federal postal system, the justices appeared despite rain, snow, sleet, and the
hazards of traveling” Baker (1976, p. 63).
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An effort was made in England to create an alternative adjudication sys-
tem. The Statute of Westminster I of 1275 outlawed the community respon-
sibility system among communities within England by declaring that “no
stranger who is of this kingdom is to be distrained . . . for what he is neither
debtor nor pledge for.” As a substitute, a voluntary registration system was
established eight years later in which debtor and creditor could jointly regis-
ter a debt, thereby allowing designated local officials to foreclose on the mov-
able property of the debtor in the case of nonpayment.'® This registration
system was in effect a primitive mortgage or pledge system for the enforce-
ment of contracts involving the separation of the quid and the quo.

Another medieval solution to the problem of the separation of two parties
to a transaction involved merchant guilds. In northern Europe, guilds, which
already existed for other local purposes, developed a way of dealing with the
mistreatment of their members operating outside the town of their origin.
Some guilds created what amounted to a multilateral system of boycotting
foreign communities whose citizens cheated, stole from, or imprisoned guild
members. This multilateral arrangement was one of the major features of the
association of German towns and merchant communities (known as the
Hansa or the Hanseatic League) surrounding the Baltic and North Seas and
their tributary rivers."' Such a coordinated boycott was, for example, success-
ful in forcing the Belgian city of Bruges to deal fairly with the German expa-
triate business community in that city.!?

That example involved boycotts, but other systems based on reputation
rather than boycott were adopted in the period before the nation-state. Just as
local traders within a town could rely on local knowledge and experience
based on past trading (in other words, on reputation), additional means were
established to build on the reputation concept.

For example, Jewish traders, known as the Maghribi traders, operated in
the area surrounding the Mediterranean in the eleventh century. The system
they developed involved the use of foreign merchants acting as agents for
merchants seeking to sell their goods in distant towns. The problem to be
solved was how the foreign agent could acquire the reputation needed to
be entrusted with the goods when ongoing communication between princi-
pal and agent was ruled out by distance and the primitive communications

9. Douglas (1975, p. 404); see also Moore (1985, p. 104).
10. Plucknett (1949, pp. 138—43). The new system evolved from the Statute of Acton Bur-
nell, 1283 (Douglas, 1975, pp. 420-22).
11. Tanner, Previté-Orton, and Brooke (1932, pp. 216-47).
12. Greif, Milgrom, and Weingast (1994, pp. 759-62).
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technology available to them. The level of knowledge of conditions—prices,
customs duties, and the like—in the agent’s town was not just asymmetric
between principal and agent but often the principal would have no current
knowledge at all.

The solution adopted by the Maghribi traders involved a means by which
the agent could convince the principal ex ante that the agent would be hon-
est ex post. The Maghribi traders formed what amounted to a coalition that
promoted the level of knowledge and communication so that any cheating by
an agent could be catastrophic to the agent’s business; he could expect that his
cheating would become known among all Maghribi traders. Maintaining a
reputation for honesty could thus be expected to result in favorable terms
and conditions for the agent. The system worked because the Maghribi
traders were a distinct social group not just within the trading community
but within the Jewish communities of the Mediterranean world, a condition
that promoted trust as well as the communication on which trust could be
based. The system was thus built on a multilateral reputation mechanism.!

The Maghribi traders system was geographically localized in the Mediter-
ranean world and disappeared by the end of the eleventh century. But a dif-
ferent system, also based on reputation, was being created in northern
Europe. This was the law merchant. It was not a system of law enacted by a
legislature or handed down by a ruler, and therefore some scholars are reluc-
tant to call it “law.”* But it worked. Trading communities, normally guilds,
established their own private tribunals. The law they adopted to govern com-
mercial transactions was initially rooted in the rules followed in the most
developed European cities of the time, the Italian city-states, and was more or
less uniform across Europe. But it was private law established and applied by
private tribunals. One can call it customary law, but it was custom of a differ-
ent kind than the customary law applied in small communities across Europe
for local matters such as inheritance.

The law merchant can be seen as based on reputation because it was cre-
ated and applied by merchants and was more or less uniform across northern
Europe. Any word that a particular merchant had flouted a law merchant
decision would result in the destruction of that merchant’s reputation for
honesty, and he would no longer be trusted in long-distance trade or credit
transactions. Moreover, that merchants knew and applied this standard law

13. Greif (1989).

14. See, for example, Donahue (2004) and Kadens (2004). See also comments in Epstein
(2004, p. 3), which state that “the debate is as much about the definition of law as it is about
the historical origins and development of the Law Merchant itself.”
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meant that word of a decision could be communicated simply and expected
to travel quickly. Eventually the law merchant grew beyond simple sales to
include credit, bills of exchange, insurance, and other trade-promoting legal
devices.

A system related to the law merchant was used to promote honesty and
fair dealing at fairs (in Champagne and elsewhere in Western Europe), which
were one of the principal means of long-distance trade during this period. At
these fairs buyers and sellers met, normally once a year. A number of locali-
ties held fairs.’> The fairs had means of resolving disputes that arose at fair
time, and some detail exists about the Flanders fairs, which had their own
legal system. Beginning in 1252, foreign merchants were exempted from trial
by combat and from reprisals; only their personal goods could be confiscated,
although imprisonment for debt was permitted. But the important point was
that any case involving a merchant had to be judged within a week. Cases,
once brought, could not be delayed or adjourned. In short, disputes were
resolved before the parties left the fair. It seems likely that a defendant would
find it difficult to leave earlier or, if he succeeded in leaving, ever to return in
view of the power of the authorities to exclude merchants from fairs. More-
over, many towns sent consuls to fairs to represent their own merchants in
disputes before fair courts.'® And some towns established their own courts at
distant fairs: a Flemish guild court traveled with Flemish merchants to han-
dle internal disputes among the Flemish merchants at fairs in England.?”

The Nation-State

The development of the nation-state in Europe provided a more centralized
means to solve long-distance trade problems. These nation-states were
monarchies, and the monarch had not only the means to create courts that
could coerce compliance with contracts but also some motivation to pro-
mote trade, which meant some incentive to treat foreign traders fairly.
Initially the problems of long-distance trade could be resolved only to the
extent that the parties were subject to the same government. Even in England,
which had an early start with the Norman conquest and the centralization of
the English court system in Westminster, it took a long time for the legal sys-
tem to evolve to support even the rudiments of what we take for granted as
necessary for a modern economy, with secured credit, business enterprises in

15. Pirenne (1937).
16. The foregoing paragraph is based on Postan, Rich, and Miller (1965, pp. 132-37).
17. Moore (1985, pp. 96-99).
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corporate form, and markets in shares.'® Moreover, the existence of a
monarch with nominal sovereignty over large areas did not mean that the
writ of his judges necessarily ran so broadly. One has only to read Shake-
speare’s historical plays to realize that the rebellion of regional nobility was a
repeated occurrence and a constant preoccupation in England.

In short, even with the rise of the nation-state, the ability of a King’s courts
to protect long-distance trade must have been largely theoretical for some
centuries as justice remained mostly local.?® For example, even in a country as
relatively centralized as France, the law was not fully unified until the
Napoleonic codifications at the beginning of the nineteenth century. Ger-
many and Italy did not become united nations until later in the nineteenth
century. And as long as justice was local, the temptation to favor local mer-
chants over traders from distant parts, even merchants of the same kingdom,
presented problems for the growth of long-distance trade and the develop-
ment of modern financial and insurance techniques. Flourishing foreign
trade requires protection against discrimination in the enforcement of con-
tracts and the protection of property.

Much as we may admire the legal systems of present-day developed coun-
tries, those legal systems have evolved a great deal. England, for example, had
a number of competing court systems over many centuries. These different
courts might produce different outcomes in factually similar disputes. A
prime example would be the difference between outcomes in Common Pleas,
a common law court, and Chancery, a tribunal designed to “do equity”—in
short, to provide a remedy not available at common law.? There were, more-
over, various prerogative courts that enforced rules proclaimed by the King
independent of Parliament or the common law in the exercise of the King’s
prerogative powers.?!

Predation and the Rule-of-Law Dilemma

With the growing power of monarchs came not just court systems but also a
new threat to the emergence of the rule of law. The monarch himself might

18. Milsom (1969, pp. 15-22).

19. In the twelfth and early thirteenth centuries, according to Ibbetson (1999, p. 17), “pleas
concerning the debt of laymen . . . belong[ed] to the crown and dignity of the lord king” and
therefore were nominally within the jurisdiction of the courts, but “private agreements” were
“not customarily dealt with by the king’s courts.”

20. Hanbury and Maudsley (1989).

21. Berman (2003, pp. 202-13).
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disavow his own contracts or seize property of a subject for his own pur-
poses. Today in authoritarian regimes in the developing world there some-
times are what might be called predatory rulers. And predatory is exactly
what a number of European monarchs were in earlier centuries.

Social scientists sometimes describe the resulting rule-of-law dilemma in
the following terms: a ruler strong enough to enforce contracts and protect
private property is also strong enough to take predatory action against sub-
jects.?2 If citizens cannot trust their government to keep its hands off their
property, they are unlikely to invest as much, at least in certain kinds of prop-
erty. Investment in diamonds, jewelry, and gold is still common in the con-
temporary world in countries where precisely this kind of fear holds back
investment in wealth-creating property. Failure to resolve the dilemma can
therefore not only impede economic development but stimulate counterpro-
ductive behavior by citizens of the country.

Thus history teaches that resolution of this fundamental dilemma takes
time and is likely to be an evolutionary process. Attempts to jump-start the
process can prove dead ends. For example, one way in which rulers have
sometimes tried to enrich themselves while still favoring economic develop-
ment has been to create an alliance with chosen business interests. For exam-
ple, Mexican development took that form in the nineteenth and early twen-
tieth centuries.? It is fair to say that Mexico, despite its proximity to a rapidly
growing U.S. market, was held back by this coalition between autocratic
rulers and what today might be called “oligarchs.”

That today’s developed countries have largely solved not just the quid and
the quo problem but also the predatory ruler problem is not the result of the
work of great legal scholars or brilliant legal architects. On the contrary, the
transition to a rule-of-law state has in most countries been the result of an
evolution over several centuries.

Legal Evolution in England

The evolution in England has been the best documented of these transitions.
Although many people of Anglo-Saxon heritage romanticize English history,
often jumping to the conclusion that the Magna Carta of 1215 created a rule-
of-law state, the facts are rather different. In truth, the Magna Carta, or Great
Charter, was more a partial settlement of a dispute between King John and

22. Weingast (1993, p. 287).
23. Haber, Razo, and Maurer (2003).
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the English barons.?* Schama well captures the limited scope, yet immense
promise for a future rule of law, of the Magna Carta:

No one should read the Magna Carta as if it were some sort of primi-
tive constitution. . . . Inevitably, many of [its] prohibitions amounted to
tax relief for the landed and armoured classes. . . . So, if the Magna
Carta was not the birth certificate of freedom it was the death certificate
of despotism. It spelled out for the first time, and unequivocally . .. that
the law was not simply the will or the whim of the king but was an
independent power in its own right, and that kings could be brought to
book for violating it. . . . All this, in turn, presupposed something hith-
erto unimaginable: that there was some sort of English “state” of which
the king was part (albeit the supreme part) but not the whole.?

If the rule of law is in part about the protection of property, it is well to
recall that Henry VIIL, in seizing the monasteries, carried out one of the
largest expropriations in history, surpassed perhaps only in the twentieth cen-
tury with the advent of Communism in Russia. The monasteries, the accu-
mulated physical manifestation of centuries of donations by the faithful, con-
stituted “approximately one-fourth of the landed wealth of England.”?¢

The dissolution of the monasteries thus provided the Crown with vast
lands, which were gradually sold to finance the needs of the Crown, espe-
cially wars.?” Although the seizure of the monasteries was part of the struggle
with Rome, the truth is that Henry VIII, as English kings before and after, had
to run his governments largely out of his own resources, in part because no
one had enough confidence in the king or in their legal rights against the king
to lend to him. Nevertheless, the Crown did have limited sources of public
revenue. Kings successfully claimed the right to impose customs duties as
part of the royal prerogative. Taxation was limited, often to what the king was
able to coerce out of Parliament on special occasions. For example, the first
Parliament of the first Stuart king, James I (1603-25), granted him the power
to impose additional duties on imports and exports in view of the debts run
up on behalf of the Crown by Queen Elizabeth.?

As for direct taxes, when Charles I became king in 1625, “Parliament
refused to grant the usual lifetime taxes allowed to a new monarch, and
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Charles resorted to forced loans, imprisoning those who refused to give
them.”?® Perhaps as a consequence, the Stuarts expanded the practice of bor-
rowing to finance wars, largely from goldsmiths and non-English lenders, but
they destroyed the confidence of their creditors by failing to pay on time and
sometimes by repudiating debts.

The showdown came after the restoration of the Stuart monarchy in the
latter half of the seventeenth century. At one point Charles II defaulted on the
debt in the famous “Stop of the Exchequer” incident in order to free revenues
for military purposes.*® Stuart King James II desperately sought funding for
the war against France but could not raise adequate funds. The resulting con-
catenation of decisive events led to an alliance of convenience between Tories
and Whigs to replace James II with the Dutch Prince of Orange (who became
King William IIT) and his English wife Mary. These events had a series of legal
by-products that created the foundation for a rule of law in England.’' These
fundamental changes are today called the Glorious Revolution, not just
because they were essentially bloodless but also because they created a consti-
tutional foundation for ensuring that the English monarchy was no longer in
a position to be predatory.’? Today social scientists refer to these changes as
creating a “credible commitment” that English rulers would no longer take
their subjects’ property without compensation nor repudiate debts.*

Among these changes was that the king could spend from public funds
only what Parliament appropriated for that purpose. Some of the key steps in
creating this new order were enacted by the Convention Parliament in the
1689 Bill of Rights. This famous document declared that “levying money for
or to the use of the crown . .. without grant of parliament . . . is illegal,”
thereby giving the legislature exclusive fiscal powers.* The king was now truly
“King in Parliament,” not king separate from and in effect over Parliament.

29. Berman (2003, p. 215).
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The Parliament responded by voting an annual appropriation for the
Crown.* By the end of William’s reign in 1702, the annual “civil list” appro-
priation specified in some detail what the money would be spent for.”” When
the Bank of England was created in 1694 (before it was given monetary reg-
ulatory duties as a central bank), it was intended to be an intermediary from
whom the Crown might borrow, but it was specifically forbidden to lend to
the Crown without consent of Parliament, thereby giving Parliament further
leverage over the king.>

Parliament also established the supremacy of its lawmaking, again in the
Bill of Rights, by declaring illegal the “pretended power of suspending laws,
or the execution of laws, by regal authority, without the consent of Parlia-
ment.” A second, almost parallel clause similarly made illegal “dispensing
with laws, or the execution of laws, by regal authority.” “Dispensing” referred
to the king’s previous practice of declaring certain statutes inapplicable to
specified individuals, whereas “suspending” referred to the declaration of
statutes as inapplicable to all persons.* That this was not a unilateral state-
ment by Parliament, but rather part of the bargain between the two political
parties of the day, the Whigs and the Tories, and a bargain by them with the
Crown is shown by an amendment to the traditional Coronation Oath, in
which William, unlike earlier monarchs, swore to govern “according to the
statutes in parliament agreed on, and the laws and customs of the same.”* It
is significant that, thereafter, “William and his successors duly refrained from
any attempt to exercise a suspending or dispensing power.”*!

Parliament’s power vis-a-vis the Crown was made clearer in the 1701 Act
of Settlement, which regulated the succession to the monarchy.*> Thereafter
the monarchy became a statutory office not only because its powers were cir-
cumscribed by legislation but also because even the person to succeed to that
position would be determined, albeit perhaps indirectly, by the legislature.*

More important still for the rule of law was a provision of the 1701 Act of

has, under the English constitution, the right to make or unmake any law whatever; and, fur-
ther, that no person or body is recognized by the law of England as having a right to override
or set aside the legislation of Parliament.”
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Settlement that further defined the separation of powers by establishing the
basis for an independent judiciary. Judges were granted life tenure on good
behavior, thereby ending a pattern in which the Crown had threatened judges
in key cases and dismissed them when threats failed.* Soon thereafter salaries
of judges became fixed during their tenure, and they could be dismissed only
if convicted of a criminal offense or by “the address of both houses” (similar
to the U.S. impeachment process).** These major steps toward an indepen-
dent judiciary supplemented earlier measures to limit or eliminate the pre-
rogative tribunals controlled by the Crown. The Star Chamber had been
used, until abolished in 1641, not just to escape the safeguards and proce-
dures of the common law courts, including the use of juries, but also to pun-
ish violations of royal proclamations and other crimes designated by the
Crown—in short, crimes that were not created or defined by Parliament or
by the common law courts.*

The abolition of the Star Chamber and several other prerogative courts
did not put an end to prerogative bodies. With the restoration of the Stuart
monarch after the Civil War, James II, in 1686, created a new prerogative
commission to govern the church and the clergy (with a view to reestablish-
ing the dominance of the Church of Rome).* In response the 1689 Bill of
Rights stated flatly that this latest effort to create a prerogative court, as well
as a “court of commissioners for ecclesiastical causes, and all other commis-
sions and courts of like nature are illegal and pernicious.”*® This last provision
was implicitly acceded to by King William in the new Coronation Oath by his
acknowledgment that he must govern “according to the statutes in parlia-
ment agreed upon, and the laws and customs of the same.”* The suppression
of the prerogative courts was, as Weingast has observed, a major step by
which “royal control over the judiciary was abolished, creating the . . . ‘inde-
pendent judiciary.”*°
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Other steps creating a modern separation of powers were designed to give
Parliament independence from royal arbitrariness. Parliament, by the Trien-
nial Act of 1694, now met in regular sessions, assuring that it could not be
sent home for long periods when its majority was opposed to the Crown or
kept in session for long periods when parliamentary majorities favored the
Crown.*' Although the Triennial Act set a limit to the length of any particu-
lar Parliament and ensured that the Parliament would meet at least every
three years, the previously mentioned provisions on the king’s income and
expenditures were perhaps more important because they changed the incen-
tives so that it was now in the king’s interest to see that a Parliament was in
session at least every year.>? Parliament now controlled both the king’s
income (or at least his use thereof) and his borrowings. Although the king
still had his traditional sources of income (such as customs duties and the
profits of lands he held personally), these sources were inadequate. He had to
turn to Parliament every year to supplement them; as Berman noted, “Parlia-
ment, which from November 1685 until November 1689 did not meet at all,
and met in only 75 of the entire 130 years of Tudor-Stuart reign, has met
every year since 1689.%

In addressing the elements of the British evolution toward a rule of law,
two aspects must be considered: the constitutional structure, and the under-
lying legislation that supported the growth of economic activity. The Glori-
ous Revolution established the constitutional basis. The evolution from the
abolition of the Star Chamber in 1641 through the Bill of Rights of 1689 and
the Triennial Act of 1694 to the Act of Settlement of 1701 created a solid legal
and constitutional base for the rule of law. In addition to cementing the inde-
pendence of the judiciary, these developments fashioned a new relationship
between the king, as ruler, and Parliament. Certainly the discretionary pow-
ers of the king vis-a-vis Parliament were drastically reduced: “of the discre-
tionary powers exercised . . . by the pre-Revolutionary English monarchy in
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relation to legislation, only one—the ultimate power of veto—remained by
1690 [and] after 1708 it was never resorted to again.”>*

Although the new structure was focused on the relationship between king
and Parliament, one cannot say that by itself it created the kind of relation-
ship between the ruler and the people that one associates today with the rule
of law. To be sure, Parliament in some sense represented the people, and one
can certainly say that protection of Parliamentary power served to protect
the people. Of course, one should not confuse the resulting structure with
“democracy” in view of the severe limitations on the voting franchise. But the
same objection can be made to the system created by the U.S. Constitution of
1787. Both the English and U.S. systems represented a balance between leg-
islative and executive powers, providing an answer to the predatory ruler
problem and a further balance achieved through an independent judiciary.>
In the case of England, the Glorious Revolution provided a strong base for
later enjoyment of the fruits of the industrial revolution and for an economic
evolution that made England arguably the wealthiest country in the world for
a considerable period of time.

Assessing the Glorious Revolution

The Glorious Revolution has been celebrated by economists largely for its
role in enabling the British Crown to borrow to finance wars. A broader and
ultimately more important perspective, however, concerns the creation of a
rule-of-law state, which has broader development implications.

The large volume of recent studies examining interest rates and other
financial indicators in the period after the Glorious Revolution to determine
its financial effects is important but somewhat beside the point. Interest rates
fell, though there is debate about how soon, how much, and for how long.>
Certainly the creation of a new international debt market in English govern-
ment securities was somewhat of a hit-and-miss affair.” But the ability of the
English sovereign to borrow new money at all was noteworthy in view of the
earlier behavior of the Stuart kings. Especially remarkable was the ability to
borrow to the extent of increasing the debt seventeenfold between 1688 and
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55. The Act of Settlement of 1701 did not provide security of tenure to judges during the
lifetime of the appointing king. This exception was eliminated in 1761; see Klerman and
Mahoney (2005, pp. 11-12).

56. See Stasavage (2002) and Quinn (2001). On the effect of judicial independence, see
also Klerman and Mahoney (2005).

57. Dickson (1967, pp. 46-75).



Institutions and History | 85

1697.5¢ One reason was that Parliament greatly increased taxes, thereby
cementing, in the famous phrase of North and Weingast, a “credible commit-
ment that the Crown would not default.”® A land tax was introduced that
raised large amounts of revenue. But the important point was that the land
tax was voted by the same landed classes that controlled Parliament, thereby
signifying that Parliament was prepared to pay for the wars that were engulf-
ing England.®

The larger accomplishment for future centuries of these great constitu-
tional events surrounding the Glorious Revolution was, as already noted, the
creation of a functioning rule of law, the first in the world.®' And these
accomplishments paid off. English per capita GDP, already some 30-35 per-
cent higher than French per capita GDP in 1700, grew by 35 percent in the
1700-1820 period while French per capita GDP grew only 25 percent.®
North gives credit to the rise of the power of Parliament, which “caused the
nature of English property rights to diverge from the Continental pattern.”s

Perhaps the best way to explain the institutional advance over continental
countries is to emphasize that the Glorious Revolution took care of the
predatory ruler problem. But in celebrating the Glorious Revolution’s
achievements, one should not overlook the fact that much of what was
required to protect property against other private parties had already been
accomplished in part by the evolution of common law rules, which dealt
especially with land and inheritance. Also important was Parliamentary leg-
islation as well as acts of private contractual ordering by merchants enforced
by the common law. An early work by North points to such seventeenth cen-
tury developments as “the creation of the first patent law to encourage inno-
vation; the elimination of many of the remnants of feudal servitude, with the
Statute of Tenures; the burgeoning of the joint stock company, . . . [and] the
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development of the goldsmith into a deposit banker issuing bank notes, dis-
counting bills and providing interest on deposits.”**

Well before the Glorious Revolution, English property law already con-
strained the English king in a way that the French and other kings were not
constrained. Under French law the sovereign owned subsurface resources.
But the English sovereign had no such power. Nef observed that this was one
factor in explaining how the industrial revolution came earlier to England
than to France:

The tendency in England during the hundred years from 1540 to 1640
was not, as in France, for the sovereign to extend his authority over
mining and metallurgy. Under the influence of decisions in the com-
mon-law courts, and under the pinch of financial necessity, the royal
authority contracted at a time when the rapid expansion in the output
of copper, lead, iron, and especially coal gave the mining and metallur-
gical industries a much greater importance in England than in France.*

In short, the legal measures surrounding the Glorious Revolution taken
together with earlier common law decisions and Parliamentary legislation
established a set of rules protecting property rights and enforcing contracts,
free from arbitrary actions of the Crown. These rules enabled Britain in the
eighteenth century not only to enjoy faster growth of the economy but also
led the way into the industrial revolution.*

Constitutions

Although the Glorious Revolution is primarily to be seen as creating a con-
stitutional structure, it did not result, as most revolutions do today, in a sin-
gle written document and certainly not one that those involved chose to call
a constitution. Constitutions did not become fashionable until the U.S. Con-
stitution was ratified a century later. (And, of course, the British Constitution
even to this day is not a single written document.)

Relations between the government and the people are now often thought
of as a matter for constitutions. For that reason constitutional development
is essential not only for the protection of human rights but also, as the Eng-
lish example shows, for economic development. That is one of the short-
comings of the legal origins literature, which focuses on only one side of the
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economic development question—the private law side—and pays less atten-
tion to the public law side. Public law concerns not just constitutions—where
the influence of the U.S. Constitution with its separation of powers is an
important if often overlooked element in nineteenth century economic
development—but also the way in which the public bureaucracy is con-
trolled, if at all, by an independent judiciary. These issues are discussed in a
later chapter on the judiciary.

Constitutions can, of course, have a major impact on the rule of law, par-
ticularly in the realm of personal liberties and human rights. These latter sub-
jects are beyond the scope of the current discussion, but they are certainly rel-
evant to the protection of property; it is hard to visualize a system that does
not protect people but does adequately protect property. Put differently, if a
person’s life and personal freedom are at risk, then that person’s physical
property can hardly be safe. Nevertheless, one can observe developing coun-
tries with rapid growth but without satisfactory human rights protections—
China being a prototypical example.

One completely different constitutional issue that has some bearing on
economic development is federalism. In some cases federalism can contribute
to economic growth. Certainly allocating some governmental power to con-
stituent units of a country, as in the case of the United States, acts as a con-
straint on abuse by the central government. And as Weingast has pointed out,
federalism can also favor economic development by preserving markets.5
This possibility is explored in a discussion of federalism in China in a later
chapter. But perhaps just as often, federalism creates barriers to economic
development, as the case of Russia in the 1990s suggests.®® In any event, fed-
eralism is not essential to economic development, as the case of present-day,
still highly centralized France demonstrates.

Nonconstitutional Elements of the Rule of Law

For now it is important to return to the nonconstitutional aspect of the rule
of law—the part that is referred to when developing countries are urged to
protect property rights and enforce contracts. On its face this is a simple dic-
tate. But it is not an easy policy to implement. Worse still, it is a slogan, more
than a directly implementable policy. Just as in the case of the public law side
involving the relation between government and the people, achieving the

67. Weingast (1993, 1995).
68. de Figueiredo and Weingast (2001).



88 | Perspectives on Law and Economic Development

property-contract rule-of-law goal in private and commercial law has proved
to be more of an evolutionary process than a simple exercise in decisionmak-
ing and legal drafting.

One of the problems is that the apparently crystal clear injunction to pro-
tect property and enforce contracts is inherently ambiguous. To show why
this is so, it is useful to review what the draftsmen of the French Civil Code
had in mind when they began their work. We cannot get too far with our
analysis if we start with the legal origins conclusion that French law falls
short. After all, the French Revolution and the Code Civil were precisely
about private property and freedom of contract.

Rather the French code drafters were primarily interested in changing the
social structure of France. Protection of property in the Napoleonic period
meant predominantly an end to feudalism and thereby the subversion of the
power of the aristocracy. The 1791 French Constitution, although it did not
survive, perfectly reflects the revolutionary intentions: “There is no longer
nobility, nor peerage, nor hereditary distinctions, nor feudal regimes. . . %
Feudalism in Europe meant originally a complex hierarchical system in which
an ordinary owner’s interest was dependent on the interest of a higher-level
person.” By the time of Napoleon it meant the aristocratic practice of primo-
geniture, which by ensuring that only the eldest son inherited land guaran-
teed the survival of landed estates in the same families generation after gen-
eration and hence the perpetuation of the aristocracy’s wealth and thereby its
power. Napoleon’s solution in the Code Civil was to require the division of
property at death among all children.” A person with children could dispose
of only one-tenth of his property by will.”? The obvious purpose was revolu-
tion by evolution: over several generations the great landed estates would be
divided and subdivided and the aristocracy would lose its prestige and power.

One perhaps not so minor detail is that the 1791 French Constitution also
stated that only one hierarchical feature from the past would not be abol-
ished: .. nor any other superiority [was to be allowed] than that of public
functionaries in the performance of their functions.””* This can be interpreted
as a belief in the bureaucratic state, with an emphasis on the public sector;
that particular revolutionary heritage may be more important historically
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than the Code Civil. Indeed, even without the exaltation of the public func-
tionary, the draftsmen’s intent to eliminate all previous law had a similar con-
sequence. Merryman, Clark, and Haley concluded that even during the more
temperate postrevolutionary days of the Civil Code, a subtext underlay the
declared purpose of writing on a clean slate:

One reason for the attempt to repeal all prior law, and thus limit the
effect of law to new legislation, was statism—the glorification of the
nation-state. A law that had its origin in an earlier time, before the cre-
ation of the state, violated this statist ideal. So did a law that had its ori-
gin outside the state—in a European common law, for instance.”

Thus, if, as I argued in chapter 2, the origin of public law is at least as
important as the origin of private law, this underlying theory of French con-
stitutional arrangements, with its background of glorifying the nation-state
and the public functionary, may well be more important for economic devel-
opment than the Code Civil. Certainly many developing countries with a
French law background accord the state (especially the top political leader-
ship and a large public bureaucracy) a powerful role in the economy. Yet it is
also true that private sector arrangements lingered on in French law countries
despite the modernizing changes Napoleon introduced into his codes. For
example, a long time was required to eliminate vestiges of feudal land own-
ership in the present developing world. Take Latin America as an example: it
was not just that French private law was not adopted in Latin America for
many decades after independence. In addition, as seen in the previous chap-
ter, even though French law may have been an influence, the French Civil
Code was rarely adopted outright. Rather Spanish law and Roman law, per-
haps more supportive of feudal ideas, played a role in Latin America. In doing
s0, this cafeteria approach helped to perpetuate the societal role of the
descendants of the early Spanish and Portuguese settlers.” Likewise, in mod-
ern times, it would be wrong to assume that the French Civil Code was the
only influence determining the protection accorded by Latin American gov-
ernments to newer forms of property, such as rights in intangible property or
shareholder rights.

The same counterintuitive story about protection of property can be told
about the French revolutionary draftsmen’s intentions with regard to the
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constitutional provisions on “freedom of contract.” In practice that phrase
meant that certain limitations on contracts that came largely from the influ-
ence of the Roman Catholic Church were invalidated. A prime example was
the abolition of usury restrictions on contracts. If there was to be freedom of
contract, then legal restrictions on the rate of interest could not be tolerated.”
This element of French revolutionary law was not widely followed in French
law countries and in fact was later abandoned in France.

A final aspect of the Code Civil bearing on the rule of law is that it was
drafted in the context of other changes designed to reduce the role of the
judiciary to a mechanical interpretive role in order to avoid gouvernment des
juges and assure the dominance of the legislature. The judges were simply to
apply the enactments of the legislature to the letter, just as a bureaucrat would
be expected to do. Whether a judiciary with such a limited role can assure the
rule of law is an important question.

At a superficial level, the French revolutionary emphasis on property and
freedom of contract might seem to be the keystones of a move toward the rule
of law, especially in the simple-minded modern “protect property rights” and
“enforce contracts” version. But the French Civil and Commercial Codes (and
one could argue at greater length, civil law in general) do not necessarily
equate to the rule of law. More is required. In the next chapter, I explore one
of these additional requirements—an independent and effective judiciary.

76. Herman (1984, pp. 612—14).



PART

[ 1

Enforcement, Contracts,

and Property

Proponents of the rule of law in the context of economic development often
express the core of their position, as noted in part I, by emphasizing the need
to “enforce contracts and protect property rights.” This second part of the
book takes up the three separate ideas underlying this simple phrase: enforce-
ment, contracts, and property rights.

The initial chapter in this part is about enforcement, specifically enforce-
ment by an independent third party, which typically means enforcement
through a court system, even though some tribal areas still retain the right to
use communal enforcement systems. Even arbitration can work only if there
is an underlying right to enforce an arbitration award through a court. Hence
the initial chapter, chapter 5, concerns the judiciary.

Chapter 6 is about the underlying substantive concepts of contracts and
property. A contract is best thought of as a promise that the courts will in
principle enforce if the party making the promise fails to carry it out. Many
promises, such as the promise a parent may make to a child to serve pizza for
dinner, are not legally enforceable. This book is concerned with mutual
promises between two (or more) parties. Unlike the common law, however,
where the traditional doctrine of consideration requires that the promisee
must either make a reciprocal promise or pay something of value in order to
enforce a promise, civil law systems (and even on occasion the common law)
will enforce a promise made with sufficient solemnity or formality, especially
where another party relies on the promise.!
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Chapter 6 then turns to another core concept—property. The phrase prop-
erty rights is often used, but the rule of law also encompasses protection of
property as such. A country seeking to develop rapidly must protect against
theft by a private party and, if it is a rule-of-law state, against takings by the
state without compensation as well.

Though many contracts do not involve property and many property dis-
putes do not involve contracts, a large proportion of transactions and dis-
putes particularly relevant to economic development clearly do involve both
contract and property. Even agricultural land is most useful if it can be mort-
gaged and sold, but both mortgage and sale involve contracts with the land as
a subject matter. In the realm of financial markets, discussed in part III, we
will see that financial interests are normally the subject of contracts; a bank
account is simply a contract between a depositor and the bank. A loan is a
contract between a lender and a borrower. But when the loan is collateralized,
the collateral is a “thing”—in other words, property—perhaps land or per-
haps movable property such as an automobile. In equity finance, the organ-
izing shareholders normally enter into a contract with one another, and once
the corporation is formed, the shareholders hold property interests in an arti-
ficial legal entity known as a corporation. Therefore, the most important legal
issues in economic development often arise at the interface of contract and
property. Certainly it would make little sense for a government interested in
economic development to say that contracts would be enforced but, for ide-
ological or other reasons, property would not be recognized, or vice versa.

In the final chapter in this part, chapter 7, attention will turn to the appli-
cation of enforcement, contract, and property in one of the most important
sectors in developing countries, the agricultural sector. Here the key asset is
land. The protection of rights in land and the ability to buy and sell land are
important issues, particularly in those countries where tribal communal land
systems still operate.



Judiciary

A recurring theme in this book is that no degree of improvement in
substantive law—even world “best practice” substantive law—will bring the
rule of law to a country that does not have effective enforcement.! A sound
judiciary is key to enforcement. No doubt some technical laws can be
enforced by administrative means, but a rule of law, in the primary eco-
nomic sense of protecting property and enforcing contracts, requires a judi-
ciary to resolve disputes between private parties. And protection against the
state itself is made easier where the judiciary can resolve a controversy raised
by a private party against the state based on constitutional provisions or par-
liamentary legislation. One conclusion widely agreed upon, not just in the
economic literature but also among lawyers and legal scholars, is therefore
that the judiciary is a vital factor in the rule of law and more broadly in eco-
nomic development. A number of studies show some of the positive bene-
fits of strong, effective judiciaries. The degree of judicial independence is cor-
related with economic growth.? Better-performing courts have been shown
to lead to more developed credit markets. A stronger judiciary is associated
with more rapid growth of small firms as well as with larger firms in the
economy.’> Economic studies show that within individual countries the rela-
tive competence of provincial and state courts affects comparative economic

1. Indeed, some evidence exists that law can be “bad” when it is not enforced. Bhattacharya
and Daouk (2004) find that the cost of equity actually rises when a country introduces an
insider trading law but does not enforce it. See also Beny (2005).

2. Feld and Voigt (2004).

3. Islam (2003, pp. 7-8).
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competitiveness. According to a World Bank report, “studies from Argentina
and Brazil show that firms doing business in provinces with better-
performing courts enjoy greater access to credit. New work in Mexico shows
that larger, more efficient firms are found in states with better court systems.
Better courts reduce the risks firms face, and so increase the firms’ willing-
ness to invest more.”

Surveys illustrate some of the deleterious effects of weak judiciaries on
economic expansion. As the same World Bank report stated, “Firms in Brazil,
Peru, and the Philippines report that they would be willing to increase invest-
ment if they had more confidence in their nation’s courts. Firms in Albania,
Bulgaria, Croatia, Ecuador, Moldova, Peru, Poland, Romania, Russia, Slova-
kia, Ukraine, and Vietnam say they would be reluctant to switch suppliers,
even if offered a lower price, for fear they could not turn to the courts to
enforce the agreement.” Still other country surveys of firms show the impact
of lack of confidence in courts on extending trade credit and in the willing-
ness to do business with anyone other than those they know well.’

An ineffective judiciary may have extraordinary and far-reaching effects
on a country. Brazil provides an example.® A critique in the Financial Times,
under the telling headline “Brazil’s judicial nightmare brings gridlock for
growth,” relates one unusual aspect of such effects: “The vast majority of
claims stuck in the judicial system are against the public sector. Their total
value is unknown, but [a public prosecutor] reckons the government’s judi-
cial liability” is roughly equal to Brazil’s public debt. . .. [The prosecutor states
that] if the delays in the judiciary were removed, all levels of government
(federal, state and municipal) would go bankrupt the next day.”” In other
words, Brazil’s public debt is understated by 50 percent. But from an eco-
nomic development perspective, the worst aspect is perhaps that the Brazil-
ian private sector has enormous assets (equal to the value of the claims it is
unable to vindicate through the court system) on which it is not able to earn
interest currently or otherwise benefit.

The Financial Times critique also laid out the perverse incentives produced
by the poorly functioning Brazilian judiciary:

4. World Bank (2004b, p. 86).

5. World Bank (2004b, p. 86).

6.In 1997, according to one estimate, Brazil had a backlog of 6 million cases (with each
judge having a backlog of 700 cases); according to another estimate, the backlog was 50 mil-
lion cases (Dakolias 1999, p. 110 and n. 88).

7. Wheatley (2005).
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Brazil’s dysfunctional judiciary . . . is increasingly seen as an obstacle to
national development. It is a system that allows debtors of all kinds to
abscond at will, knowing that none but the most determined of credi-
tors will pursue them through the courts. It forces banks to lend at
astronomical rates of interest because they cannot foreclose on debts.
More worryingly, it means that vital infrastructure projects are stalled
because investors cannot be sure the judiciary will uphold their rights.®

Even where the judiciary is competent and independent, national legal

culture may place limits on improving substantive law when the improve-
ments involve transplanting substantive law from other legal cultures. Kanda
and Milhaupt give the example of the inclusion in the Japanese Commercial
Code in 1950 of the “duty of loyalty,” taken directly from U.S. law and gener-
ally considered today to be a key judicial tool in the United States for assur-
ing good corporate governance: “For almost forty years after it was trans-
planted, the duty of loyalty was never separately applied by the Japanese
courts, and played little role in Japanese corporate law and governance.”

Where the legal institutions such as the judiciary are not effective, an

improvement in substantive law may make very little difference. Studying the
transition countries of Eastern Europe and the former Soviet Union, Pistor,
Raiser, and Gelfer came to the conclusion that despite the great improvement
of corporate and bankruptcy law in those countries from 1992 to 1998,
improvement in financial markets occurred only to the extent that legal insti-
tutions became more effective. These authors explicitly considered changes in
the substantive corporate and bankruptcy law as measured by the legal indi-
cators used in the LLSV “Law and Finance” study, as well as additional indi-
cators of substantive law change. They found that progress in such financial
measures as market capitalization and private sector credit could be attrib-
uted primarily to improvement in the effectiveness of legal institutions: “Our
regression analysis shows that legal effectiveness has overall much higher
explanatory power for the level of equity and credit market development
than the quality of law on the books. . . . [G]ood laws cannot substitute for
weak institutions.”!

Their study was based on surveys, which are inherently subjective, and the

surveys did not target judiciaries but rather more general measures of legal

8. Wheatley (2005).
9. Kanda and Milhaupt (2003, p. 888). See further discussion in chapter 8.
10. Pistor, Raiser, and Gelfer (2000, p. 356).
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effectiveness. The study nevertheless is powerful evidence that relatively too
much emphasis has been placed, especially in the financial sector, on
improvement in the details of substantive law compared with the effective-
ness of legal institutions, including judicial effectiveness.

An Effective Judiciary: The Question of “Formalism”

Every lawyer in a developed country can point to numerous shortcomings in
his own country. Yet judiciaries in developing countries frequently fall far
short of developed country standards. In recent years efforts have been made
to develop cross-country measures of judicial effectiveness. By all odds, the
most ambitious effort was a study, prepared for the World Bank’s World
Development Report of 2002, measuring how effectively judicial systems dealt
with the simple cases that fill courtrooms around the world."

For this purpose four economists, including three of the LLSV authors,
organized a large-scale but relatively simple and straightforward study of the
procedures used in 109 countries to resolve two hypothetical disputes in
which the merits of the cases in favor of the plaintiff were overwhelming, but
the defendant chose not to settle.’> The two cases were designed to be “run-
of-the-mill”—typical of the cases facing every country’s judicial system. The
first was an action to evict a residential tenant for nonpayment of rent; the
second an action to collect on an unpaid check. Lex Mundji, an international
association of law firms, worked out the exact factual specifications of the
disputes to facilitate cross-country comparison. This association also devel-
oped a questionnaire designed to produce data from each of the 109 coun-
tries concerning each of several subject matter areas (“variables” in the lan-
guage of economists). The most significant variables were whether the
proceedings involved professionals or laymen; were written or oral; involved
legal justification being set forth in the complaint and the court’s judgment;
were legally constrained with regard to the use of evidence; and were subject
to review by superior courts, especially during the pendency of the case in the
court of first instance. Particularly significant were estimates for each coun-
try of the duration of the legal proceedings as well as an assessment of the
incentives of the parties that bore on speed and efficiency.

One upshot of the economists’ analysis was the construction of a “formal-
ism” index based on the foregoing five variables plus two others. Formalism

11. World Bank (2001b).
12. Djankov and others (2003).
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is not a concept in the average lawyer’s vocabulary since each lawyer tends to
take his own national legal system as given. In fact, the word formalism is per-
haps not as useful for legal purposes as the term procedural complexity.'* For-
malism is a concept invented by the four economists to measure what they
considered to be differences among countries bearing on judicial efficiency.
Their view was essentially that the two Lex Mundi hypothetical cases were the
simple kinds of disputes that in some societies could be resolved by a neigh-
bor of the two parties without any formalities whatever.

Against that standard of highly efficient resolution (though atypical
because dependent on the cooperation and good faith of both parties), the
authors implicitly judged national legal systems from the following a priori
criteria: limited jurisdiction (special purpose) courts are better than general
purpose courts; nonprofessional judges are better than professional judges;
the less the need for professional legal representation the better; the greater
the use of oral evidence and arguments (which they christened collectively as
“orality”), as opposed to written presentations and argument, the better; the
less the need for “legal justification” for the complaint and the court’s judg-
ment the better; the more informal the rules of evidence the better; the fewer
the requirements for conciliation and for notice the better; the less the con-
trol of the proceedings by an appellate or superior court the better; and the
fewer the procedural stages the better.

The authors did not assert that absence of formalism was better for com-
plex cases, but rather they judged that formalism was not efficient for the two
cases in the Lex Mundi study (which are, however, illustrative of the kinds of
cases that are most numerous in many court systems).'*

No doubt many lawyers will be shocked by these implicit judgments. The
reason is that many procedural rules the four economists disliked are implic-
itly or explicitly based on a set of criteria designed to produce an accurate
and just result. Rules of procedure and evidence are designed to reduce
“errors” in the judging of the facts and to ensure that the facts are judged by
the right substantive law standards. (This, of course, requires more rules
where a lay jury is involved than where a judge tries the case, and so lawyers
in the United States—which is one of the few countries, perhaps the only

13. Islam (2003).

14. K. Davis (2004, p. 159) has argued that the two simple cases used to construct the for-
malism index and to measure efficiency do not provide an overall measure of the enforceabil-
ity of contracts: “For example, in many jurisdictions residential tenants are granted significant
levels of protection from eviction for ideological reasons that have no application in cases
involving commercial contracts.”
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remaining country, where a jury trial in noncriminal cases is still common—
are especially sensitive to miscarriages of justice arising from too informal a
set of procedures.) So, too, review by superior courts is designed to reduce
legal errors and thereby further the objective of justice by treating similarly
situated parties in a like manner.

Nevertheless, even lawyers who value formalities for reasons of accuracy
and justice understand that for routine cases or for cases with very little at
stake, a legal system cannot provide a readily available forum for the popula-
tion at large if the formalism useful in complex cases is not attenuated. The
traffic court and the small claims court are common examples where nearly
all lawyers understand that there is a trade-off between accuracy and effi-
ciency. Or to put the point differently, such disputes are sufficiently minor
that the prompt settlement of the dispute one way or the other is arguably the
most important value.

One other legal reservation about the published analysis of the Lex Mundi
study is that the mode of inquiry, especially the focus of the analysts on for-
malism, tends to bias the results against some of the basic assumptions of a
civil law system, especially as known in continental Europe and in many
developing countries. Except for rules constraining the use of certain kinds of
evidence (which one finds in common law systems when there is a jury), the
rules that the economists disliked tend to be more frequent in civil law sys-
tems, especially the use of written evidence and argument and the existence
of “stages” of the proceeding. Indeed, the authors include as variables rules
that exist only in one or two common law countries but in the majority of
civil law countries.'* The reasons for adoption of these rules in civil law coun-
tries normally have to do with the relatively greater role for the judge as
opposed to counsel for the parties in a civil law system.

At a high level of generality, it can be said that civil law systems are based
on the notion that a judge, normally a professional career judge, will run the
proceedings and will know when oral evidence from a party or witness is use-
ful; otherwise, documentary evidence and written submissions by the parties
will suffice. And at the same high level of generality, it can be said that com-
mon law judges assume that the parties in noncriminal cases will more or less
run the proceedings, coming to the judge only to resolve disagreements and
for interim rulings and, finally, assuming that the parties have not worked out
a settlement, for trial. Because of these differences, many civil law countries do

15. These variables include “legal representation mandatory,” “oral interrogation only by
judge,” and “mandatory prequalification of questions.”
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not even have a trial in the sense of an oral proceeding involving presentation
of evidence conducted on consecutive days—sometimes called a concentrated
hearing—because the judge will call for oral testimony when needed.'¢

The International Encyclopedia of Comparative Law sums up these differ-
ences and the consequences as follows:

In civil law . . . nations the ratio of judges to attorneys tends to be
greater than in common law countries. Civilian judges are more
actively involved in both civil and criminal proceedings with the goal of
reaching the correct result than common law judges with their more
privatized judicial procedure that delegates most evidence gathering to
the parties’ attorneys. . . . The role of judging in civil law nations
involves much more responsibility for gathering evidence and moving
the process forward. . . . Civil law judges also take on more of the effort
of analyzing law . . . while common law judges rely on the attorneys to
brief them on the legal issues.'”

The encyclopedia author points out the obvious consequences for the ratio
of judges to lawyers: “In Germany . .. 13 percent of the total number of lawyers
are judges, while the percentage in the United States is three percent.”'® This
higher ratio of judges in Germany reflects not so much a preference for large
government (as some critics of civil law systems would have it), but rather a
belief that litigation should not be a contest of legal gladiators and that justice
requires judges to take responsibility for managing litigation. Given especially
their preference for “orality;” it is not surprising that the economists analyzing
the Lex Mundi study found that civil law countries rank higher on the formal-
ism index than common law countries."” In short, formalism is just another
word to describe the procedures and requirements that are found most often
in a civil law system. Whether formalism, as defined in the economists’ analy-
sis of the Lex Mundi results, has implications for the rate of economic growth
in the developing world is quite a different matter that remains to be analyzed.

High-income countries have less formalism than either African or Latin
American countries.? If, as suggested above, greater formalism may be asso-
ciated with greater accuracy (fewer errors of fact and law) and greater justice,

16. See Langbein (1985, pp. 830-32).

17. Clark (2002, p. 75).

18. Clark (2002, pp. 75, 81).

19. Djankov and others (2003, p. 510).

20. Djankov and others (2003, p. 510). Moreover, eastern European countries have signif-
icantly higher formalism levels than western European countries.
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higher-income countries, having more wealth, could be expected to “con-
sume” more formalism. But the opposite is the case. Even within legal fami-
lies, wealthier common law countries have lower formalism scores than
poorer common law countries, and a similar relationship holds for civil law
countries.

Considering developing countries as a class, there is little to suggest that
formalism is systematically related to the relative level of development of a
country. Within some regions, there appears to be no relationship whatever:
wealthier Latin American countries have formalism levels similar to poorer
Latin American countries. The same is true in Africa. Yet despite similar lev-
els of formalism (actually slightly higher levels of formalism), the wealthier
countries in these developing country regions have much shorter average
duration times for both check collection and eviction.

Even if one were to conclude that common law is somehow superior to
civil law, it does not seem practicable to expect a civil law country to decide
to change to a common law system. (In addition to a cultural change in atti-
tudes toward the nature of law and justice, such a change also would require
retraining of most lawyers and of all judges.) Therefore, the practical issue is
what steps can be taken to deal with simple cases, such as the two cases exam-
ined in the Lex Mundi study. Among the options are small claims courts and
alternative dispute resolution, such as mediation and arbitration; however,
some countries have “various restrictions on alternative dispute resolution
mechanisms [that] prevent firms from taking full advantage of them” and
many more countries have not taken steps necessary to promote such mech-
anisms, such as by providing for enforcement of arbitration awards.?!
Another alternative more focused on business activity would be a specialized
commercial court.”

Judicial Efficiency

The main purpose for the World Bank sponsorship of the Lex Mundi back-
ground study in preparation for its annual World Development Report (as
opposed to the published analysis) appears to have been to analyze judicial
efficiency rather than “formalism” or the merits of the various legal origins
systems. Although efficiency is only one aspect of the quality of a judiciary, it
nonetheless is measurable, unlike some of the other essential qualities.?> One

21. World Bank (2004b, p. 88).
22.Islam (2003).
23. Dakolias (1999, pp. 92-95).
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important aspect of efficiency is time to disposition of a case. The study
showed that even the simple cases studied can take a long time to resolve. The
average duration for all countries in the eviction case was 254 days. For the
check collection case, the average was 234 days.

The variance in duration across countries was dramatic. On the high side
of the average, Pakistan required 365 days in both cases; Nigeria, 366 days in
the eviction case; and Thailand, 630 days in the eviction case.?* These three
countries’ systems are based on common law, so delay is not a monopoly of
civil law systems. In fact, comparisons within regions show that formalism
does not seem to be related to efficiency, at least not in the way the Lex Mundi
analysis suggests. For example, the analysis included twenty-two Asian coun-
tries, of which half were common law countries and half were civil law coun-
tries. Common law countries had lower levels of formalism than civil law
countries, but civil law countries were more—not less—efficient: the average
duration of the check collection case was 216 days compared with the com-
mon law average of 257.

Nor is it simply a question of the stage of economic development of the
country (and hence, for example, the resources it can apply to the problem).
Certain developed countries with common law systems manifested unusual
delay—such as 421 days in Canada and 320 days in Australia in the check col-
lection case (compared with 40 days in Swaziland and 60 days in Belize, also
English origin countries). These extreme results within the common law fam-
ily suggest that much more is involved than just the common-civil law
dichotomy. And that much more does not seem to be primarily “formalism,”
since the formalism indexes for Canada and Australia were much lower than
average; indeed, Australia had one of the lowest formalism indexes in the
world.?> Moreover, Swaziland, one of the fastest check collection countries of
all, had a formalism index much above the common law average and higher
than many civil law countries, including France itself.

In short, the high variance of outcomes within both legal families leads to
the conclusion that while it is instructive to look at the regression results from
the Lex Mundi studies, sound answers to the policy question of what a par-
ticular developing country can do to improve its judicial efficiency require
looking at that country’s legal system as it exists today. And that is true
whether the developing country has a common law or a civil law system.

Still another way of measuring efficiency, reported in the Lex Mundi study,
is to use survey evidence to tap into subjective judgments of people with

24. Djankov and others (2003, pp. 494-500, table V).
25. Djankov and others (2003, pp. 494-500, table V; p. 484, table IIb).
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some reason to know about a particular country’s legal system. The Lex
Mundi study, for example, measured “efficiency of a judicial system” of a
country by using an assessment of the “efficiency and integrity of the legal
environment as it affects business, particularly foreign firms.” These ratings
were provided by International Country Risk, an international risk assess-
ment company, and were intended “to represent investors’ assessment of con-
ditions in the country in question.”?® These perceptions of judicial effective-
ness are necessarily based on subjective judgments, but they may be especially
valuable where they represent attitudes of local residents in countries that are
trying to build market economies and attract more of the population into the
market sector. Economic development depends in the long run not only on
attracting foreign direct investment, for example, but also on the creation of
new local enterprises funded by local savings.

Several further kinds of evidence explain the differing assessments. One is
that delays tend to be longer and backlogs greater in African and Latin Amer-
ican countries than in much of the rest of the world. Delays are one impor-
tant reason for the finding, in a survey conducted in selected Latin American
countries, that a “majority of court users are ‘not inclined’ to bring disputes
to court because they perceive the system to be slow, uncertain, and costly, or
of ‘poor quality.”?” Generalization across countries in this respect is mislead-
ing, however. For example, one study found that the average commercial case
takes almost eight years to verdict in Ecuador but less than a year in Colom-
bia and Peru.?®

Granted that this kind of assessment is subjective and is not intended to
reflect directly the efficiency of various countries’ legal systems in dealing with
small cases involving domestic parties, it nevertheless provides some insight
into the relative ranking of legal systems, including judiciaries. Although En-
glish origin countries outscored French origin countries in the Lex Mundi
study, the difference is partly based on the fact that Latin American and east-
ern European countries have the highest duration levels and all of them with
the exception of Belize have a civil law origin. Within regions, there appear to
be substantial differences based on legal origin, but not necessarily in the
direction the Lex Mundi analysis suggests. In Asia, as noted above, civil law
countries have shorter durations than common law countries.

A significant difference in efficiency levels exists between developed and
developing countries. A World Bank analysis of the data showed, for example,

26. Djankov and others (2001, table 2).
27. Buscaglia and Domingo (1997, p. 296).
28. World Bank (2001b, p. 120).
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that “high income countries” scored much higher on efficiency than either
African countries or Latin American countries.”® Another study reached a
similar conclusion, finding that a “mean [index] score for the efficiency of
the judicial system across developing countries is 6.26, compared with 9.14
in developed countries.”*® Once again the studies point to the need for
reform in developing countries but do not help in determining what reforms
will work best.

One of the common complaints by developing country judiciaries is lack
of resources. More money and especially more judges, other things equal,
would presumably lead to faster disposition of cases and perhaps more effec-
tive judiciaries. Although budgets are a big problem for developing country
judiciaries and some have too few judges, it is reasonably clear that neither
budgets nor numbers of judges are the heart of the problem. It is true that
Ecuador and Peru have only 1 judge per 100,000 people, but Singapore has
less than 1 judge per 100,000 people (compared with 27 per 100,000 in Ger-
many and 10 per 100,000 in France).’! Indeed, considerable evidence shows
that in general the problem is not primarily one of resources. A review of
studies in Latin America and the Caribbean showed “no correlation between
the overall level of resources and the time to disposition of cases.”*?

So too the size of budgets has to be measured against what the money is
actually spent on. Buscaglia and Domingo found that “approximately 70 per-
cent of Argentine judges’ time is spent on non-adjudicative tasks.”** This
finding suggests that the problems run more deeply, even insofar as pure effi-
ciency is concerned. In many cases, for example, the judges themselves are
opponents of reform measures, a finding that suggests a lack of enthusiasm
for actually implementing reforms undertaken.>* However useful grants may
be for computers and case management systems (typical subjects of foreign
assistance) where a developing country judiciary is already characterized by
independence, competence, and integrity, such grants do not attack the basic
problems in some developing countries. In any event, according to a World
Bank study, “no correlation between the overall level of resources and times
to disposition” was found in a study of data from the United States, Latin
America, and the Caribbean.?>

29. Islam (2003, figures 4 and 6).

30. L6épez-de-Silanes (2002, p. 5).

31. World Bank (2001b, pp. 120-21 and table 6.1).

32. Botero and others (2003, p. 63).

33. Buscaglia and Domingo (1997, p. 297).

34. Santiso (2003, pp. 117, 122); Srinivasan (2004, pp. 95-96).
35. World Bank (2001b, p. 128).
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Another possible explanation lies not in the size of judicial budgets but in
their composition: What is the money actually spent on? Equally important,
what resources go into the legal system beyond judicial budgets? Judiciaries
are made up of more than judges and their clerks. Practicing lawyers are also
important: according to an Asian Development Bank study, Cambodia, a
country of 11 million inhabitants, had only 249 registered members of the
bar, of whom only 197 were practicing lawyers.> A legal system includes not
only lawyers and litigants, but also the government (especially a ministry of
justice) and external groups such as bar associations and journalists covering
court proceedings.” Bar associations and journalists are important if for no
other reason than being a judge in civil law countries is a career profession
where reputations are likely to count as the judge seeks higher income and
more attractive locations through promotion. Hence it would take a thor-
oughgoing systems approach involving not just judges but the entire environ-
ment in which they operate to be sure of the sources of inefficiency and the
level of judicial performance.

In some, but by no means all, developing countries, a symptom of dys-
functionality of a judiciary lies in the size of the backlog of cases. Backlogs are
of course related to times to disposition and other measures of delays, but
backlogs are important in themselves because they lead to a lack of public
confidence in a country’s judiciary and to a hesitancy to rely on the judiciary
in business planning.

Backlogs sometimes result from certain kinds of short-sighted judicial
reform. In Brazil, for example, the new constitution of 1988 so expanded the
range of constitutional rights, including new social and economic guarantees,
and the kinds of plaintiffs entitled to bring constitutional actions, that back-
logs multiplied many times over.>® Moreover, the Brazilian constitution has
two hundred and fifty articles, eighty-three transitory provisions, fourteen
unnumbered articles, and thirty-seven amendments, with many “specific
rules normally found only in codes or regulations.”* But the Brazilian case
illustrates the more general problem that increasing access to the courts (or
reducing the cost of access)—which is badly needed in many developing
countries—can be expected to lead to heavier workloads. The Brazilian case
also points to the need to establish procedures and rules that channel court

36. Asian Development Bank (2003, p. 49).
37. Islam (2003, p. 21).

38. Prillaman (2000, pp. 82-97).

39. Rosenn (2000, pp. 291-92).
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use to cases where courts can actually make a contribution; much of the
Brazilian constitutional litigation appears to have been motivated by politi-
cians and interest groups.* As Prillaman observes, the 1998 constitution was
“so prescriptive and detailed that it constitutionalized a staggering range of
minor issues and flooded the courts—even the Supreme Court—with the
most trivial cases.” A decade after its adoption, opinion in Brazil was “unani-
mous” that “unfettered access for everyone had produced, not surprisingly,
access for no one.”*!

Court Decisions as Law

The Brazil case does show one important disadvantage of civil law systems, at
least as applied in some developing countries. One of the reasons for the pro-
liferation of constitutional litigation is the notion in many civil law countries
that judicial decisions are not a source of law, in contrast to the heavy reliance
of common law countries on judicial precedent. Rosenn comments on the
consequences for Brazil: “Since Brazil has only a minimal system of binding
legal precedent, the courts decide the same constitutional issues many times
over.” Aside from the waste of resources, the Brazilian approach “leads to con-
flicting interpretations of constitutional provisions,” leading to further litiga-
tion. ©? Indeed, the dire consequences of courts not using precedent carries
over to lower courts in Brazil. That, according to a Financial Times critique,
in turn gives rise to a “conviction that every case must be tried on its individ-
ual merits,” thereby causing multiyear delays even where the outcome should
be clear in advance.®

This Brazilian experience shows the misleading consequences of taking
the French legal system at face value, at least on the issue of precedent.* Not
all civil law countries ignore precedent (or “jurisprudence,” as prior court
decisions are called in many civil law countries). Certainly French courts do
not do so, as is ably shown in an extraordinary article that uses empirical
research to demonstrate in great detail how French courts deal with prece-
dent. In this article Lasser establishes that two key French judicial officials, the
advocate general and the reporting judge, “pay extremely close attention to

40. Rosenn (2000, p. 317).

41. Prillaman (2000, pp. 6, 8).
42. Rosenn (2000, p. 291).

43. Wheatley (2005).

44. Merryman (1996).
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past judicial decisions. . . . A complete conclusions or rapport always cites and
analyzes relevant case law.”# This fact is disguised by the form of French judi-
cial decisions, which by tradition are very brief and do not cite case law. These
decisions are written in a single run-on sentence, usually with a cascade of
“whereas” clauses, that appear to lead powerfully and ineluctably to an
inescapable conclusion, like a mighty and irrefutable syllogism machine. This
impression is belied, however, by the French reporting judges’ practice of
preparing for the consideration of their colleagues at least one alternative
draft opinion, often coming to a diametrically opposite conclusion.*®

The Brazil case further illustrates the disadvantage of abstract judicial
review. The U.S. requirement that parties raising a constitutional issue must
show that it affects them in a direct and legally cognizable way, plus the abil-
ity of the U.S. Supreme Court to limit its intake of questions to important
issues, has meant that it has been able to keep its actual substantive decisions
to well under 200 cases per year, thereby assuring focus and reasoned opin-
ions.*” The Brazilian Supreme Court, in contrast, was dealing with more than
100,000 cases a year. One has to wonder about the quality of the work prod-
uct and about the impact on the economy of increasing backlogs and thereby
to further attenuation of access to justice. In late 2004 legislation was passed
permitting the Brazilian Supreme Court to set binding precedent for lower
courts (but presumably not for itself); this and associated measures would
cut the flow of cases by only half, leaving a still unwieldy caseload.*

Structural Independence

When one turns from efficiency in simple cases to major cases where the gov-
ernment or specific government officials have an interest, broader structural
issues are raised. One set of structural issues has to do with issues of judicial
review. The two principal kinds of judicial review issues that arise are, first,
when legislation is challenged for unconstitutionality and, second, when an
administrative act (that is, a decision or regulation issued by a government
official or regulatory body) is challenged as being contrary to the constitution
or a controlling statute. Each is treated differently.

45, Lasser (1994-95, p. 1376); see also Lasser (2004).

46. Lasser (1994-95, p. 1373); Dawson (1968, pp. 410-11).

47. In its 2003 Term the U.S. Supreme Court disposed of 7,781 cases, but this number
included refusals to grant review; only 80 cases were disposed of with full opinions. See Har-
vard Law Review (2004, p. 504, table II, and pp. 507-09, table III).

48. “Not-so-swift Justice: How to Reform Brazil’s Justice System,” The Economist, May 25,
2004.
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Not surprisingly, when dealing with judicial review, the question is not
whether the abstract power of judicial review exists but rather whether, assum-
ing the availability on the books of such a power, it can be effectively exercised.
The answer turns on the independence of the judiciary, including the stature
and competence of judges to deal impartially with such high stakes and funda-
mental litigation. Let us therefore first deal with the question of independence.

In dealing with the independence of the judiciary, it is useful to distin-
guish structural independence from behavioral independence. The former
term, as used here, refers to the way in which government is constitutionally
structured: does that structure lend itself to independence? The latter concept
is more far-reaching. Are individual judges independent—that is, not just
dispassionate and free from bias, but willing to take difficult positions, to
resist corruption, and to make truly independent decisions?

In analyzing the structural independence of the judiciary, it is important
to dig more deeply into the principle of the separation of powers. While many
countries believe that the structure of their government is based on that prin-
ciple, the content of the principle differs across countries to the point that
two fully incompatible versions of that principle exist in the world. One
should distinguish the French Revolution concept (bearing in mind that
post—World War II developments in France have transformed the French
concept in part) from the U.S. concept.

The spirit and the outcome of the French Revolution were to make sure
that the people should reign (not the king or the aristocracy), and therefore
the Assembly, the legislature, was to be sovereign because it would speak for
the people. To achieve that goal, the prerevolutionary French parlements—
which were more judicial than parliamentary at the national and regional
levels—were disbanded because they were viewed as bulwarks of the aristo-
cratic establishment and as having strayed from adjudication into law-
making.” The Assembly would be the sole voice, and to that end the out-
come of the French Revolution ensured that courts were given a very minor
role of merely interpreting in a narrow, almost mechanical way the meaning
of legislation passed by the Assembly.

Under such a structure, there was no judicial review, and the judiciary was
not able to act as an independent voice. The separation of powers meant that
the power to legislate was in the Assembly, full stop.

In the American sense of the separation of powers (often referred to as a
system of “checks and balances”), the U.S. Constitution established three

49. Dawson (1968, pp. 369-71).
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independent bodies, the Article I Congress, the Article II presidency, and the
Article III judiciary. It is true that the Article III judges were to apply the law,
but where the law was a statute contrary to the Constitution the courts were
to apply the higher law—the Constitution—and not the statute passed by the
Congress. So decided the Supreme Court in the pathbreaking case of Mar-
bury v. Madison.®® Although there were minor precedents of statutes being
disregarded or narrowly construed because they were contrary to the com-
mon law, this case, decided in 1803, was the first example in the world of
judicial review on constitutional grounds.

The Marbury decision was widely admired and had great consequences
for the rest of the world. The U.S. Constitution—in the sense of a founding
document to be enforced by the judiciary—was widely followed in nine-
teenth century Latin America. A 1974 study found that by the early 1970s
nineteen of the twenty Latin American republics had adopted judicial
review.”! In the twentieth century judicial review spread to Europe. After
World War II it even arrived in France with the creation in 1958 of a Consti-
tutional Council.

Judicial review was not, however, adopted in Britain. Not only had the
British never agreed upon a written constitution in the sense of a single writ-
ten document, but to the extent that it can be said that the United Kingdom
has a constitution, it is to be embodied in a wide variety of sources, some writ-
ten and some to be found in past customs and events.*? Thus, although the
British Constitution “is based upon a system of tacit understandings, . . . the
understandings are not always understood.”> In short, no agreement exists as
to the content of the British Constitution. Indeed, “every author is free to make
a personal selection and to affirm that this is the one, even the only one, that
embraces all the most important rules and excludes all the unimportant
ones—though nobody has ever been so foolish as to assert this.”>*

The British Constitution, if one accepts the position not at all obvious to
a foreigner that Britain has a constitution, is quite a different creature from
the American Constitution. Indeed, it is much closer in concept to the French
revolutionary outcome because the British Parliament, just like the French
Assembly of the time, is sovereign. Under long-standing English doctrine,
“Parliament has the right to make or unmake any law whatever,” and “No

50.5 U.S. 137 (1803).

51. Rosenn (1974, p. 785).

52. For illustrations, see Bradley and Ewing (2003).

53. Finer, Bogdanor, and Rudden (1995, p. 100), quoting Sidney Low.
54. Finer, Bogdanor, and Rudden (1995, p. 41).
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person or body is recognized by the law of England as having a right to over-
ride or set aside the legislation of Parliament.”> As Blackstone summarized
the matter more than two centuries ago, the competence of Parliament is
unlimited in law:

The power and jurisdiction of parliament . . . is so transcendent and
absolute, that it cannot be confined, either for causes or persons, with
any bounds. . . . It can change and create afresh even the constitution of
the kingdom and of parliaments themselves. . . . It can, in short do
everything that is not naturally impossible; and therefore some have
not scrupled to call its power, by a figure rather too bold, the omnipo-
tence of parliament.*

Unlike written constitutions that have formal requirements (such as special
voting provisions or referenda) for their own amendment, British constitu-
tional law can therefore be changed from one day to the next by Parliament
in the same way that it enacts statutes.>”

It has to be said that, with the success of the Glorious Revolution, includ-
ing the statutes that were adopted by Parliament, the need for a written
British Constitution was not apparent.>® After all, most of the world’s consti-
tutions were originally adopted after a major discontinuity in sovereignty or
power. Such a discontinuity was the case in the United States, and it was also
the case in newly independent countries, notably in Latin America in the
nineteenth century and in Africa in the twentieth century, as well as in the
countries that sought to transition from communism in the late twentieth
century.

Today judicial review of legislation on constitutionality grounds has
become common. As noted above, even France introduced judicial review in
1958 in the form of a Constitutional Council.*® But that council is a very dif-
ferent animal from the U.S. Supreme Court. It can pass on the constitution-
ality of a legislative measure only before it is finally enacted and then only at
the request of designated public officials.®® Orderly as this may appear, it does
little to protect the citizen who may find years later that he is aggrieved,

55. Wade (1961, pp. XXXiv—XXXV).

56. Blackstone (2001, vol. 1, book 1, chapter 2, sec. III).

57. Finer, Bogdanor, and Rudden (1995, p. 43).

58. See discussion in chapter 4.

59. For a general discussion on the constitutional council, see Brown and Bell (1998, pp.
14-24).

60. Bell (1992, p. 32).
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indeed aggrieved by an “unconstitutional” application of a legislative measure
that on its face appears fully constitutional.

Even though the French Constitutional Council cannot be seen as a fully
independent and purely judicial body;, its role has been greatly enlarged as a
result of constitutional changes expanding the class of those who can com-
mence a case coupled with an increasing number of rulings finding unconsti-
tutionality.®! Still, the limitation on its role to passing on the constitutional-
ity of legislation only before final enactment, limitations on who may bring
a case, and the composition of the council itself all make clear that the French
concept of separation of powers, even today, is sharply different from the
American concept of separation of powers.

Another major difference between the French and American systems of
judicial review lies in the fact that the French Constitutional Council is the
only tribunal in France that can set aside legislation on constitutional
grounds. It is thus an example of judicial review by a specialized court. In the
United States, in contrast, any court can set aside a decision on constitutional
grounds. Even a state court can exercise judicial review when either a federal
or state statute essential to its decision is attacked on constitutional grounds.
France is thus an example of “concentrated” judicial review, while the United
States is at the other pole of “diffuse” review.

Most European countries concentrate judicial review in a single high-level
court, which deals only with constitutional complaints. Some of these cases
originate in this single “constitutional court,” but many of the cases come to it
on reference from some other court where the constitutional issue arises out
of nonconstitutional litigation. The result in Europe is that the constitutional
issue is often presented as an abstract issue of law, divorced from the facts of
any concrete dispute. Even if a case is referred to it, the constitutional court
would not normally express an opinion on the nonconstitutional issues, which
would remain within the jurisdiction of the court making the reference.

Such “abstract judicial review” decisions reflect an analysis of basic consti-
tutional principles without much consideration in most cases of the impact of
the decision on particular persons or particular factual situations.® The deci-
sion thus normally binds the entire citizenry as well as the government, sus-
taining the constitutionality of the challenged statutory provision or render-
ing it entirely inoperative. The French pre-enactment review carries this

61. Morton (1988, pp. 89-92). For a general discussion of factors leading to the political
character of the Constitutional Council, see Bell (1992, pp. 32-37, 229-34).
62. Favoreu (1990, p. 41).
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pattern to an extreme of abstract constitutional decisionmaking because there
has been no experience at all with the application of the still unenacted statute.

In the U.S. system where the constitutional issue can be decided by any
court, even a state court under U.S. federalism, the constitutional issue is usu-
ally presented in the context of a concrete set of facts. This is what is meant by
the doctrine that a dispute must present a “case or controversy” to be “justi-
ciable” (that is, for the court to be able to assert jurisdiction of the dispute),
however important the constitutional issue may be in the abstract. The result
is that the court deciding the case often has the opportunity to see how the
challenged statute actually operates. In fact, as a general principle, no U. S. lit-
igant can raise the question of constitutionality of a statute unless directly
affected or in imminent danger of being directly affected. As a result U.S.
courts often decide whether the statute is unconstitutional on its face or only
unconstitutional as applied to the situation of the particular litigant. But the
larger point is that although many lawyers and judges consider judicial review
an inherently political act, the decentralized system tends to present the issue
in terms of a concrete dispute and hence as more judicial in character. That all
cases presenting constitutional issues, whether commenced in federal or state
court, can be reviewed by the U.S. Supreme Court ensures that fragmentation
of constitutional legal principles under U.S. diffuse review rarely occurs.®

Behavioral Independence

Judicial independence does not depend solely on the structure of govern-
ment and the judiciary’s formal role within it. It also depends on the judges
themselves. That is why analysts speak of behavioral independence. The
importance of behavioral independence can be illustrated by reflecting on
the constitutional arrangements of the United States and Britain. Although
one could easily conclude that the structural arrangements in Britain make
judicial independence unlikely, the fact is that the British judiciary, particu-
larly at the highest level, is known for its independence.

Some economic literature speaks of de facto independence in contrast to
de jure independence.® While this is a valid distinction that has advantages

63. Fallon, Meltzer, and Shapiro (2003, pp. 55-267, 1552-620).

64. Stephenson (2003); Feld and Voigt (2004); Ramseyer (1994). One insight of the empir-
ical literature is that courts are likely to be more independent in a functioning democracy with
rival parties alternating in office because politicians in power will be aware that another party
may soon be in office. This is an important insight but does not afford much useful policy
guidance to any particular developing country.
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for empirical work, the term behavioral independence has advantages for pol-
icymaking and public understanding because it recognizes that some—
though not all—characteristics that determine how judges act reflect the edu-
cation, values, and prestige of the judicial profession in a particular country
and cannot be traced to legal or formal safeguards. Therefore, the distinction
used here is between structural factors of a constitutional nature (such as the
separation of powers) and nonconstitutional factors, some of which are
based on law, that encourage judges to act independently.

Part of behavioral independence resides in the judge as a person: is a judge
able to be dispassionate and free from bias, able to resist political pressures
and the temptations of corruption, and so forth? In most societies those are
not just questions of upbringing and morality. The answer also depends on
the judges’ economic security, place in the society, education, and career
experience.®®

In Britain behavioral independence, like the other elements of the rule of
law, was acquired after a long struggle in which many English judges were
willing to stand up to the English sovereign at great personal risk during the
Tudor and Stuart periods (before the Act of Settlement of 1701 gave judges
life tenure on good behavior). Behavioral independence was all the more
important because the British judiciary was not traditionally structurally
independent, as shown by the intermingling of judicial, legislative, and exec-
utive functions at the highest level. ¢ Until legislation was passed in 2005, the
so-called law lords, who formed the highest appellate level in the British judi-
ciary, also sat in the House of Lords, one of the two houses of Parliament.
More dramatic was the position of the lord chancellor, who was not only a
law lord but also the head of a large government department and thus part of
the government of the day, playing a role involving judicial appointments.
The lord chancellor was not just a member of the House of Lords, but
presided over the law lords and was entitled to chair the House of Lords.®
The separation of powers objection to this intermingling of roles was not
solely conceptual, as shown by the fact that the conduct of the lord chancel-
lor was not always free from controversy.*

65. See Sajo (2004).

66. Klerman and Mahoney (2005, p. 3).

67. This intermingling is a result of the constitutional settlement of 1689 described in
chapter 4.

68. Carroll (2003, p. 36); Bradley and Ewing (2003, pp. 388-91).

69. Bradley and Ewing (2003, pp. 388-91); Oliver (2003, p. 337).
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Legislation enacted in March 2005 adopted the thrust of the British gov-
ernment’s proposals designed to eliminate the intermingling; the legislation
was nonetheless highly controversial in the House of Lords, in some measure
over partially symbolic issues. The law lords will be transferred to a newly cre-
ated Supreme Court (due to take place in 2008).7° The lord chancellor’s role
with respect to judicial selection will be in part transferred to an independent
judicial appointments commission. The commission will recommend and
the lord chancellor will appoint (in his role as the cabinet officer—the Secre-
tary of State—of the Department of Constitutional Affairs).” The lord chan-
cellor will no longer be a judge. The chief justice of England and Wales will
become head of the judiciary. Thus the judiciary will acquire more formal
independence of the government and the legislature. 2 In place of the former
lord chancellor with both judicial and nonjudicial roles, there will henceforth
be two offices occupied by the same person, the office of the lord chancellor
(responsible for the management of the courts) and the office of the secretary
of state (responsible for election law, legal aid, human rights, data protection,
freedom of information, and regulation of the legal profession). Further, the
lord chancellor will continue to be a member of the House of Lords.”

Although the independence of British judges was based for so long on
behavioral rather than structural considerations, without in practice any
notable compromise of the rule of law, it nonetheless does not follow that a
developing country can afford to neglect structural independence. Today a
developing country, especially where political parties do not regularly alter-
nate in power, would be well advised to adopt procedures and practices, such
as life tenure, that encourage judges to be independent.

It is generally thought that lifetime tenure is desirable for judges because
it gives them economic security and frees them from undesirable pressures,

70. Constitutional Reform Act 2005, chapter 4, p. 12.

71. Constitutional Reform Act 2005, chapter 4, p. 29. The report by the commission will
state who has been selected and then the lord chancellor can accept, reject, or require the
selection committee to reconsider the selection (p. 33). Until the 2005 change, the lord chan-
cellor simply made the appointments.

72. As a further step toward separation of powers, no member of the Judicial Committee
of the Privy Council will be a cabinet minister. On the constitutional changes, see “Trials and
Tribulations,” The Economist, March 26, 2005; “The Constitutional Reform Bill—the Office of
Lord Chancellor,” House of Commons Library Research Paper 05/005 (January 12, 2005)
(www.parliament.uk/commons/lib/research/rp2005/rp05-005.pdf). See entries on lord chan-
cellor and on Constitutional Reform Act 2005 (www.wikipedia.com).

73. That a single person can be a member of both the executive and legislative branches is,
of course, normal in a parliamentary system.
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whether from government, politicians or private parties. Alexander Hamil-
ton, a “founding father” of the United States, can be said to have sired this
concept in the United States, arguing that “nothing can contribute so much
to ... firmness and independence as permanency in office.”’* Hamilton but-
tressed the argument for permanency by urging a constitutional prohibition
on reducing judicial salaries because “a power over a man’s subsistence
amounts to a power over his will.””>

Experience has demonstrated that an independent judiciary rests on a
permanent corps of judges who can be removed only for cause. Latin Amer-
ica offers examples of the practice, and the effects, of making judges easily
removable by the executive. A World Bank report makes the following obser-
vations about Peru: “The tenure of judges matters. . . . Peru is frequently rated
as the country with the least judicial independence. Former President Fuji-
mori kept more than half of judges on temporary appointments from 1992
to 2000.”76

Perhaps the most dramatic evidence of the effects of denying judges life-
time tenure is found in the experience of Argentina, where the tenure of
Supreme Court justices is one of the shortest in the world.”” One reason is
that those justices have become identified with the party, indeed the presi-
dent, in power. It started in the 1930s with conservative judges siding with
electoral fraud by conservative parties, with the result that public opinion
thereafter favored their ouster. When Juan Peron came to power in the 1940s,
he arranged for the impeachment of Supreme Court justices from the earlier
period. Later presidents followed suit. By 1994 the Argentine Supreme Court
had been completely replaced six times since 1946.”* And Peronist president
Carlos Menem in the 1990s expanded the Court from five to nine justices, so
that he could “pack” the court with a majority.” And so it continued, with a
new Peronist president Nestor Kirchner in the first decade of the twenty-first
century forcing out Menem-era justices, so that he could gain public support
while having his own court.®® According to a research paper by Alston and
Gallo, this populist pattern of attacking the Supreme Court and bringing

74. Federalist Papers No. 78. This was just one of the arguments adduced by Hamilton in
support of lifetime tenure on good behavior, including that the “experience of Great Britain
affords an illustrious comment on the excellence of the institution.”

75. Federalist Papers No. 79.

76. World Bank (2001b, p. 130).

77. Spiller and Tommasi (2003, p. 298).

78. Dakolias (1995, p. 173, n. 18).

79. Miller (2000, p. 373).

80. Valente (2003).
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about a situation where new presidents have their own court is a major cause
of the continued decline of Argentina from one of the wealthiest ten coun-
tries in the world to one of the poorest.®!

The executive’s ability to remove judges has been common in Latin Amer-
ica. Furnish asserts that “by Mexican tradition sitting presidents have dis-
missed sitting judges whenever it suits their purpose to do s0.”$2 Wiarda and
Kline have explained the consequences: “The court system has not historically
been a separate and coequal branch, nor was it intended or generally expected
to be. Many Latin American supreme courts would declare a law unconstitu-
tional or defy a determined executive only at the risk of embarrassment and
danger to themselves, something the courts have assiduously avoided.”**

The place in society that a judge enjoys, and feels he has, depends very
much on the quality of judges and how the public views them. The practice
in the United States and Great Britain of appointing lawyers after they have
completed several decades in private practice or in distinguished government
service tends to assure judicial independence on this score, at least so long as
judges are picked on merit rather than on political criteria, which appears to
be the case in Great Britain and has normally been the case in the United
States at the federal level. The election of judges in U.S. states probably threat-
ens to compromise the independence of some of them, however. The practice
in a few countries of attracting the very best law graduates to a judicial career
can also produce an independence of mind and spirit in judges.

Still, although recruitment of judges shortly after law graduation followed
by a lifetime judicial career may turn out to be positive for judicial indepen-
dence, that statement has to be qualified for some judicial tasks and in some
countries. With regard to judicial tasks, Mauro Cappelletti, an Italian com-
parative law scholar, has argued that even in Europe career judges are not
suited to deal with judicial review of the constitutionality of statutes:

The bulk of Europe’s judiciary seems psychologically incapable of the
value-oriented, quasi-political functions involved in judicial review. It
should be borne in mind that continental judges usually are “career
judges,” who enter the judiciary at a very early age and are promoted to
the higher courts largely on the basis of seniority. Their professional
training develops skills in technical rather than policy-oriented appli-
cation of statutes. The exercise of judicial review, however, is rather

81. Alston and Gallo (2005).
82. Furnish (2000, p. 239).
83. Wiarda and Kline (2000, p. 64).
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different from the usual judicial function of applying the law. Modern
constitutions do not limit themselves to a fixed definition of what the
law is, but contain broad programs for future action. Therefore the task
of fulfilling the constitution often demands a higher sense of discretion
than the task of interpreting ordinary statutes.**

The prestige of a judiciary as an institution can play a role in its indepen-
dence. Questions of prestige, competence, and independence are, of course,
interrelated. A judiciary without independence is likely to lack prestige in the
legal profession, and law graduates may in turn avoid a career in a judiciary
lacking independence. To take an example of how lack of independence
degrades both prestige and competence, consider Ukraine: “In Ukraine,
where judges’ starting salaries are disproportionately low and there is little
judicial independence, law students continue to consider a judgeship ‘the
lowest position available in the legal profession.”*

As the Ukraine example shows, low judicial salaries in some countries lead
to less qualified judges. An analysis of the Mexican judiciary reached a simi-
lar conclusion:

Low judicial salaries . . . left the best-trained and most capable young
law graduates inclined to pursue careers in private practice. Conse-
quently, lawyers with uncompetitive institutional pedigrees, undistin-
guished records of professional experience, and/or modest socio-
economic backgrounds tended to pursue careers on the bench. This
observation is corroborated, in part, by the findings of 1985 and 1993
judicial surveys that an average of 93.15% of Mexico’s federal judges
and magistrates graduated from what are generally considered to be
inferior quality law programs.®

Compensation is a difficult issue in many developing countries, where pay
for civil servants is often derisively low, frequently on the assumption that
bribes will supplement salaries. Yet quite aside from the corruption issue,
compensation levels cannot be ignored if competence is sought. Prime Min-
ister Lee Kwan Yew of Singapore rather indelicately summed up the point:
“You pay peanuts, you get monkeys.”®”
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Much depends, however, on how junior judges are trained, managed, and
promoted. If promotion is handled by a government agency—the ministry of
justice—independence may be compromised. To the extent these functions
are in the hands of senior judges, the results will depend on the leadership of
the existing judiciary. One outcome may be judges who are reluctant to stand
up to the government. For example, younger Japanese judges who too aggres-
sively challenge accepted ideas are likely to find themselves promoted by the
judicial secretariat to “a small branch office or a back-mountain family
court,” meaning that they can expect to spend their career in a backwater
without hope of achieving eminent positions in major metropolitan cen-
ters.® This is an example of how culture—legal culture—can explain how
law functions in a society and therefore how it influences economic develop-
ment. In short, the danger of a career judiciary is that it can produce a
bureaucracy that is risk-averse, promotion-minded, and far from manifesting
behavioral independence.

Even a noncareer judiciary can act like a bureaucracy. This statement holds
true for the judiciary in the United States, as conceded by one of the best-
known federal judges below the Supreme Court level in the course of arguing
that good judging is more important than substantive law, at least in business
litigation. According to Judge Frank Easterbrook:

[T]he United States relies more on courts and less on law. Good thing,
too! For judges are just bureaucrats with general portfolios. ... [Judges]
can enforce contracts. For then the investors and managers themselves
lay down the rules. Judges serve as neutral umpires, enforcing the con-
tracts without regard to who gains and loses in a particular case. The
contents of the contracts, however, come from competition in financial
markets, rather than from law.®

To determine whether a judiciary in a particular country is truly indepen-
dent is often difficult. Even formal structural independence and uncorrupt
judges with adequate legal education, tenure, and compensation do not ensure
independence where powerful governmental or political interests are at stake.
The Asian Development Bank, which has made illuminating efforts to assess
judicial independence and to promote it, has issued thoughtful assessments of

88. Ramseyer and Rosenbluth (1993, p. 156).
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member government judiciaries that throw light on how difficult achievement
of true judicial independence can be in a developing country.*

Administrative Review

Many countries, indeed the majority of civil law countries, have a separate
system for review of administrative decisions—that is, decisions by a govern-
ment official or a governmental agency. The efficacy of that form of review is
directly relevant to the rule of law because it provides a principal means of
limiting the powers of government to what the legislature provides. More-
over, in the contemporary world, the share of GDP accounted for by state-
owned enterprises is quite large, with as much as 30 to 50 percent of the labor
force in Latin America in the state sector, at least before privatization efforts
in some countries in the 1990s.! The huge size of the public sector thus
makes review of the action of the state administration of great importance. If
in earlier centuries the threat to the rule of law came from a predatory ruler,
the contemporary threat is more from a large state administration seeking to
control the economy or at least to protect state-owned industries. The review
of the bureaucracy’s acts is therefore at least as important as judicial review of
the constitutionality of legislation.

A separate court for reviewing administrative acts of government is not
unusual. Many civil law countries have a separate hierarchy of such courts
(on top of tribunals within individual administrative agencies). These special
courts are clearly within the judiciary, with judges of the same kind as found
in courts dealing with disputes between private parties. This tradition of the
regular judiciary reviewing administrative acts contrasts sharply with another
tradition of tribunals located outside the judiciary. The leading example of
this tradition is the French Conseil d’état (Council of State).

The Conseil d’état is not a court as such. In fact, it was established in
Napoleonic times to protect the administration from the courts. It is an
administrative body that advises other bodies in the French administration
and the government itself. But the conseil has within it a section that is a tri-
bunal deciding cases, called the section du contentieux.®* This tribunal acts as
a “court of last resort in public, administrative law.”*> Its members are chosen
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from among the members of the conseil, and in many instances individual
members serve simultaneously in the tribunal and in a purely administrative
section of the conseil as the following anecdote from a visitor to the secretive
council suggests: “Indeed the author did observe one conseilleur come down
in the lift from a judicial hearing to attend part of a meeting of an adminis-
trative section and then go back in the lift to return to judicial business.”**
The result appears to be mutual respect 