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Abstract

The subject of this thesis is judicial enforcement of contracts and property rights and
its economic implications.

The first chapter introduces the topic, discusses the issues involved in empirical re-
search on law enforcement, and surveys the literature. The second chapter develops an
analytical method for empirical identification of relative policy preferences and com-
petence of judges. The third chapter studies the impact of judicial selection on law
enforcement. The fourth chapter analyses the effect of predictability of law enforce-
ment on firms’ finances.

In chapter two, I develop a model of judicial decision making in a two tier court
system. It shows that relative preferences of the two courts can be identified by com-
paring appellate court reversal rates for different types of lower court decisions. I use
this result to analyze the data on Russia’s commercial courts which I collected for this
purpose. The findings show that regional courts favour small firms relatively more
than courts of appeal.

In chapter three, I compare selection of judges by the legislator with that by the
executive branch. First, I analyze the differences in the incentives of the two offices
theoretically. Second, I empirically exploit a natural experiment in judicial appoint-
ment procedures in Russian courts. I find that judges selected by the legislature favour
small firms more than judges appointed by the executive.

In the fourth chapter, I show both empirically and analytically that greater pre-
dictability in law enforcement encourages credit to firms. The data from Russia in-
dicates that more predictable courts stimulate lending by raising the number of firms
that have access to bank financing. In contrast, trade credit is only weakly affected by

court performance.
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Chapter 1
Introduction

Secure property and contractual rights are paramount for economic growth. Invest-
ment critically relies on such rights for they protect entrepreneurs from having their
returns expropriated (see for instance, Demsetz (1967)). Research by Mauro (1995),
Keefer and Knack (1995), and others has shown that countries grow faster when prop-
erty and contracts are more secure.

In most countries, property and contractual rights are enforced by the judiciary.
Enterprises decide whether to enter transactions and make investment based on the
amount of protection they expect to receive from courts should a dispute arise.

A survey of firms published recently by the World Bank reveals that there are dra-
matic differences in how well courts are perceived to cope with this task around the
world (figure 1.1). For example, 97% of firms surveyed in Singapore believe that
their legal system will uphold their rights. In contrast, only a quarter of Ukrainian
respondents have a similar degree of confidence in their country’s law enforcement!.

Do these differences matter for countries’ economic performance? If so, which
specific features of law enforcement are important, and what are the channels through
which they affect the economy? The research presented in this thesis contributes to-
wards our understanding of these issues, and the growing literature on the link between
law enforcement and economy.

This thesis makes three separate contributions. First, I show empirically that pre-
dictability of the court system has a significant impact on the economy through alloca-
tion of credit (chapter 4). Second, I demonstrate, both empirically and theoretically,
that selection procedures for judges have a substantial effect on the way courts enforce

property and contract rights (chapter 3). Third, I develop an approach that helps em-

! See World Bank (2000). The figures reported are the shares of firms who fully agree, agree in most

cases and tend to agree with the statement that the legal system will uphold contract and property rights.
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pirically identify relative preferences of judges (chapter 2), and use it to study selection
procedures in chapter 3.

The empirical analysis is based on detailed data from Russian commercial courts,
which I collected for this purpose. The dispute data, used in chapters 2 and 3, was
put together by reading the texts of approximately 6,000 commercial court decisions
and coding the variables of interest. The data on selection of individual judges, used
in chapter 3, was collected by going through government publications. The statistics
on annual performance of regional courts, used in chapter 4, was obtained through
correspondence and meetings with officials from the Supreme Arbitration Court of
Russia.

I now elaborate on each chapter of the thesis in greater detail.

It is not easy to measure the quality and characterise the performance of law en-
forcers empirically. Therefore, before tackling the issue of law enforcement and its
economic implications, this thesis develops an approach to characterise performance
of judges empirically. In chapter 2, I do so by building a model of judicial decision
making in a two-tier court system. I allow the lower court judges to differ from ap-
pellate court judges along two dimensions: competence and policy preferences, both
of which are precisely defined in the model. There are two results. First, when pol-
icy preferences of the lower and the appellate court judges differ, the probability that
the latter reverses a decision of the former will be different for different types of lower
court decisions. Second, if there are no differences between policy preferences of the
two types of judges, the probability of a reversal falls in the competence of the lower
court judge relative to that of the appellate court judge. I show that both results are
true in presence of endogenous selection into litigation.

In the same chapter, I use this approach to analyze decisions of Russia’s 81 regional
commercial courts made between 1995 and 2002. The data reveals that regional courts
favour small firms more than do courts of appeal. This pattern is highly significant
in most types of disputes involving small firms, including cases against government

branches as well as against large firms. The analysis also shows a substantial variation
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in the quality of court performance across Russia. I link this variation to several
regional factors, such as freedom of media and presence of oil and gas industries.

Chapter 3 asks whether differences in rules that govern the judiciary can help ex-
plain variation in law enforcement. I focus on the process of selecting judges, and
contrast two methods of selection most commonly used around the world: selection by
the executive and selection by the legislative branches of the government.

The chapter presents a model which analyzes differences in incentives of the legis-
lator and the executive when each is in charge of appointing judges. It is based on a
premise that politicians collect rents from large firms, and these rents can be affected
by judges. When selecting judges, the optimal strategies of the executive and the leg-
islator diverge because the decisions of the executive are typically subject to judicial
review, while decisions of the legislator are not.

Again, the empirical analysis uses Russia, taking advantage of a rare natural exper-
iment in judicial appointment procedures in its commercial courts. I find that judges
appointed by the legislator tend to favour small firms more than judges appointed by
the executive in disputes with government agencies. This finding is consistent with
the implications of the proposed model. The results are robust to a number of con-
trols, as well as to correction for unobserved regional fixed effects. I also test for a
number of alternative explanations of obtained results, and reject them.

The fourth and final, chapter of the thesis comes back to the fundamental question
of how differences in court performance affect firms that contract in the shadow of
these courts. The chapter develops an analytical framework which shows that when a
court system is less predictable, expected costs of contract enforcement rise, making
lenders less willing to finance firms. The rate of appeals is shown to be a good proxy
for predictability of the court system, even when the decision to litigate is endogenous.

I then investigate empirically how bank and trade credit received by individual firms
in Russia depend on the predictability of commercial courts in the 81 regions where
these firms operate. I find that predictability in law enforcement stimulates bank credit.

This occurs through two channels: first, the number of firms that have access to bank
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financing rises, and second, firms that already have credit enjoy bigger loans. How-
ever, the former effect is much greater than the latter, and its inference is more robust.
In contrast to bank credit, trade credit is only weakly affected by court performance,
and this effect is not robust to more demanding specifications.

The impact of court performance on access to bank credit continues to be significant
even when firm-level fixed effects are taken out. It is also robust to controlling for all
fixed and some time-varying regional factors, as well as to adjustment of standard
errors for contemporaneous intra-regional correlation of residuals.

Taken together, the next three chapters of this thesis help show that the quality of
law enforcement has significant implications for the economy, and that institutional
design of the judiciary has a very real effect on how property rights are enforced. In
each chapter an empirical model is informed by an analytical framework, and signifi-
cant attention is paid to robustness of results.

The rest of this introduction is organized as follows. In section 1.1, I detail the
issues of empirical identification which arise in analyzing economic implications of
law enforcement, and ways in which my thesis addresses them. Section 1.2 surveys
the literature on law enforcement and economic activity which has inspired this thesis,

and to which I contribute. Section 1.3 concludes this chapter.

1.1 Empirical identification

1.1.1 Characterising law enforcement

Empirical analysis of law enforcement is complicated by several issues. Compared
with government policies which are easily quantifiable (for example, taxes and spend-
ing), enforcement of property rights is harder to measure and describe.

The first papers to rigorously investigate the impact of law enforcement on eco-
nomic performance across countries, such as Keefer and Knack (1995), used a rule-of-
law index compiled by a team of experts for a credit rating service. A similar index,

albeit for different years and different countries, was used to measure enforcement of
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property rights in a number of subsequent papers, such as La Porta et al (1997), (1998)
and Demirguc-Kunt and Maksimovic (1998).

These papers have become agenda setting by drawing economists’ attention to the
empirical link between law and economic development. However, the measure of law
enforcement used in them has several drawbacks: expert ratings are typically subjec-
tive, hypothetical, and their exact ingredients are usually unknown. This makes it
difficult to interpret such ratings and raises questions about what they really measure.

Surveys in which firms are asked to rate law enforcement alleviate some of these
problems (see for, instance, Johnson et al (1999), Pistor et al (2000) and Frye (2004)
for results based on such surveys). Still, some subjectivity remains and can cause
problems when differences in law enforcement measured this way are mapped into
variations in economic performance. If survey responses proxy for general confidence
or optimism of respondents, a relationship between the perceived quality of law en-
forcement and economic outcomes may be spurious. In addition, survey questions
typically only ask for a general assessment of law enforcement. This makes it difficult
to be specific about the aspects of law enforcement that have economic impact and the
mechanisms that transmit such effects.

To get a more objective measure of court performance, some surveys ask firms
about their actual use of courts (for example, Koford and Miller (1995), and Frye and
Zhuravskaya (2000)). Yet, it is not obvious whether differences in actual litigation
rates reveal something about the quality of law enforcement. One could argue that
low litigation rates are consistent either with courts being useless or with courts being
very good.

An alternative approach is to analyze decisions of courts directly. A number of
studies compare decisions of judges or courts with different characteristics or in differ-

ent localities (among many others, Eisenberg and Johnson (1991), who look for effects

2 Some surveys do include more detailed questions. For example, Frye and Zhuravskaya (2000) and

Frye (2004) ask firms about their perceived chances of winning a law suit against a government office.
Berkowitz and Clay (2005) ask US lawyers to give separate ratings to speed, fairness, predictability of
courts, etc.; however, they only report aggregated results.
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of political orientation of the US judges on their decisions, and Lambert-Mogiliansky
et al (2000), who compare bankruptcy decisions of Russian courts located in regions
with more or less powerful governors). Identification in such analysis is undermined
by two major problems. First of all, the comparison of decisions in different cases in-
evitably omits some characteristics of cases on which decisions had been based. Sec-
ondly, since the parties’ decision whether to settle a dispute out of court or to litigate
is based on their expected ruling of the judge, the characteristics of litigated disputes
depend on the attributes of the court where these disputes are litigated. Unless this
problem of endogenous selection into litigation is addressed explicitly, the results are
hard to interpret.

A number of studies have addressed this problem by taking advantage of a particular
feature of the data or institutional structure. For instance, in employment disputes, a
settlement can typically occur after the worker files charges with a court. Ichino
et al (2003) and Marinescu (2004) ask whether judges favour workers more when
unemployment is high. Both papers use charges filed to estimate a two stage model,
where the probability of litigation equation is fitted in the first stage. Besley and
Payne (2003) look for a pro-worker stance among courts where judges are subject to
re-elections. They focus on the number of employment discrimination charges filed,
after showing analytically that it increases in pro-worker predisposition of the court.
Ashenfelter et al (1995) compare decisions of judges who belong to different political
parties but work in the same US federal court, taking advantage of a random allocation
of cases to judges in these courts.

Instead of using decisions, several studies look at other quantifiable outcomes that
may capture judicial performance: Hanssen (1999) compares volumes of disputes
litigated in courts with different judicial retention arrangements, Landes and Posner
(1980), and Landes et al (1998) analyze citations of judges with different characteris-
tics, Higgins and Rubin (1980), and Posner (2000) look for effects of judicial and court
characteristics on the rates at which decisions of judges are reversed by higher courts.

None of these papers, however, provide analytical foundations for processes that may

15



generate these outcomes.

I approach the issue of characterising judicial performance by building on the idea
of using the rates at which judges’ decisions are reversed on appeal. As already
mentioned, in chapter 2 I build a model of judicial decision making and appellate
review which allows me to analyze determinants of reversal rates3. The model predicts
that when policy preferences of lower and appellate court judges are the same, then
the probability that a particular decision is reversed at appeal is independent of who
the decision favoured. The reversal rate then depends only on the (relative) noise
with which the lower court observes characteristics of the case and, therefore, can
be interpreted as the lower court’s relative competence. On the other hand, when
there are differences in policy preferences between the lower and appellate courts, the
probability of a reversal of any particular lower court decision depends on its substance.
In this way, I can identify differences in preferences of lower and appellate courts by
comparing reversal rates for different types of decisions.

This approach has several attractive features. First, unobservable case characteris-
tics do not cause a problem because the decisions of the two judges (lower and appel-
late) are compared for the same case every time. Second, I show that this identification
strategy is robust to endogenous selection into litigation and appeal. Third, it is ob-
jective and derived from analytically using fairly simple assumptions. And finally, it
does not rely on any particular characteristics of disputes or courts: it can be applied

to any category of cases where the data on two levels of decisions are available.

1.1.2 Identifying economic effects of law enforcement

The second difficulty which arises in empirical study of law enforcement and its eco-
nomic impact is common to much of research on institutions. Major differences in
legal environments across economies make cross country comparisons a natural first
step in such research. Yet, countries differ in many ways researchers cannot con-

trol for, and these differences may be correlated with both law enforcement practices

3 Analysis in chapter 2 is in part inspired by Spitzer and Talley (2000). See section 2.1 for more detail.
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and economic performance. This can lead to identification problems, which may be
aggravated when subjective measures of law enforcement are used.

In this thesis, I address the identification issue in three ways. First, I analyze per-
formance of different regional courts located within one country. This helps limit
variation in factors that I am not investigating. Second, I focus on specific outcomes.
This helps restrict the number of factors that can interfere with identification. Third,
in each chapter, I develop an analytical framework which, in addition to motivating the
main relationship of interest, often gives other predictions that can be used as robust-
ness tests.

Chapter 4, where I show that greater predictability of courts encourages bank lend-
ing, illustrates how concentrating on Russia helps. I collect court performance data
for several years for 81 regional courts, in order to exploit both cross-regional and over
time variation. The result then comes from comparing the dynamics of credit issued
to firms in regions where over time courts have become more predictable with those
regions where they have not. The fact that Russia’s regions share the same policy,
and institutional and macroeconomic environment alleviates the problem of unobserv-
ables. By controlling for all fixed regional factors using dummies I ensure that court
performance does not proxy for regional initial conditions. This lends confidence that
my results really do identify the impact of courts rather than other factors.

However, focusing on a particular country has its drawbacks. First, in doing so,
I confine my research to the range of institutions which differ within Russia. This
excludes a large number of interesting questions. For example, I cannot compare the
effects of common law and civil law systems using this approach®. Yet, Russia has
undergone some interesting changes in institutions. In chapter 3, I take advantage
of changes in the Russian constitution to compare the effects of two judicial selection
procedures: by the executive government and by the legislator. These are the two most

common procedures for the final selection of judges around the world®>. By gathering

4 What is not possible in Russia, may be possible in the US: Berkowitz and Clay (2005) analyze long

term effects of civil and common law systems by looking at legal history of individual states.
5 To be precise, often applicants are pre-screened by other judges, and the final selection is either by a
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data on individual judges, I am able to compare judges who had been selected by
different methods but work in the same court at the same time, and face the same
economic, political and institutional environment. This allows me to isolate the effect
of judicial selection procedures in a way that would not have been possible if I had
tried to compare countries where judges are appointed by the executive with those
where they are appointed by the legislature.

The second drawback of limiting attention to one country is the potential difficulty
of generalizing results to other environments. In fact, the example of Russia is highly
specific. In particular, Russia’s legal and democratic institutions are new, and politi-
cians are often seen as active collectors of rents. Indeed, the model in chapter 3 sug-
gests that the impact of judicial selection on law enforcement that I find in the data is
predicated on politicians being interested in rents, not just the country’s welfare. Yet,
politicians in many societies care about perks, rents and lobby contributions at least to
some extent. Russia can then be considered a benchmark case for these.

Similar issues arise in chapter 4, where I show that lack of predictability of the court
system discourages banks from lending to firms. Before generalizing this beyond
Russia, one needs to keep in mind that Russia’s overall legal environment is likely to

be particularly unpredictable relative to some other countries.

1.2 Law enforcement and economy: The literature

Economists have written extensively on importance of secure property rights for eco-
nomic development. Empirically, along side cross-country comparisons already men-
tioned, papers such as Besley (1995) and Johnson et al (2002) show that poor protec-
tion of property rights discourages investment at the level of individual agents®.

The degree to which investor rights are protected depends on the laws the society

adopts on the one hand and how well these laws are enforced on the other. This thesis,

political office (executive or legislative), or by a committee which includes the executive or the legislature,
or sometimes both.
8  Specifically, Ghanaian farmers in the former case and Eastern European enterprises in the latter.
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and the review of the literature below focus on the latter of these two determinants’.
The next section discusses the literature on the impact of law enforcement on eco-
nomic development. I then turn to research on the effects of the institutional set up of

the judiciary on its performance in section 1.2.2.

1.2.1 Impact of courts on economic performance

To start, I note that courts are not the only way of enforcing laws and contracts. Mar-
kets can provide private solutions to potential expropriation problem. For example,
Clotfelter (1977) makes a theoretical case for private protection against crime. Around
the world, there is evidence that reputational concerns which arise in repeated interac-
tions or small communities can help enforce contracts (see, for instance, Greif (1993)
on Maghribi traders, McMillan and Woodruff (1999) on firms in Vietnam, Fafchamps
and Minten (1999) on agricultural traders in Madagascar, and Banerjee and Duflo
(2000) on Indian software industry). Firms may also pay private protection agen-
cies or racketeers for contract enforcement services (see Gambetta (1994) on Italy,
Frye and Zhuravskaya (2000) on shopkeepers in Russia, Johnson et al (2000) on firms
in transition economies).

These alternatives do not, however, make the court system irrelevant. In fact,
deficiencies in the court system are often the very reason why alternative contract en-
forcement arrangements appear®. Klein and Leffler (1981) and de Meza and Goud
(1992) model private enforcement of contracts and show that it is typically associated
with higher costs for entrepreneurs and is often inefficient compared to courts. Em-
pirically, Johnson et al (1999) demonstrate that firms that enforce contracts through
repeated interaction are willing to turn down significantly discounted offers from un-
known suppliers.

There is a growing body of empirical evidence linking legal enforcement of con-

tracts and property rights to economic performance. Cross-sectional regressions show

7 For evidence on importance of law on books for investor protection see, for example, La Porta et al

(1998) and Pistor et al (2000).
8 For example, Frye and Zhuravskaya (2000) show that shop owners who believe that courts are less
effective are more likely to turn to racket for protection.
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that countries with a better rule of law tend to grow faster (see, for example, Keefer
and Knack (1995), Mauro (1995), and Barro (1997)). Yet, as discussed in section
1.1, determining whether this correlation represents a causal relationship is problem-
atic since countries differ in many ways not captured by regressions. Economists have
responded to this problem by focusing on more specific outcomes.

The market for loanable funds is an important example of transactions which rely
a great deal on contract enforcement’. Analyzing data for 49 countries and using
an expert rating of rule of law, La Porta et al (1997) show that better law enforce-
ment is associated with more stock market listings, more IPOs, more minority share
holdings and more loans extended to by firms. Pistor et al (2000) complement this
research by linking the legal environment to financial market development in 26 tran-
sition economies. They find that law enforcement is not only associated with greater
market capitalization and private credit, but also appears to have stronger links with
them than law on books. Demirguc-Kunt and Maksimovic (1998) analyze data on
individual firms located in 26 countries. Their results show a positive relationship
between countries’ law and order index on the one hand, and firm-level growth and
proportion of investment financed by stock market borrowing on the other.

As already discussed, these results are obtained from cross country comparisons,
where identification can be difficult. One way of addressing this problem is to use
firm surveys in collecting information about law enforcement. Johnson et al (2002)
asked firms in five transition economies whether they believed that courts could enforce
agreements with customers or suppliers. They then link these responses to the share
of profits that firms reinvest. They find that firms that do not believe that courts are
useful invest significantly less than others, even after controlling for all country specific
industry characteristics using a set of interacted dummy variables.

As the authors themselves point out, subjective assessment of law enforcement

gives rise to the possibility that unobserved firm level characteristics, such as opti-

9 Loanable funds are important because they allow firms to invest: see, for example, Levine (1997)

and Rajan and Zingales (1998) for evidence on the effect of financial market development on economic
growth,
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mism, drive results. A paper by Chemin (2004) addresses this issue by focusing on an
objective measure of judicial performance in the context of India. Using cross state
variation in the speed of courts, he finds that firms located in regions with faster courts
are less likely to face breach of contract, more likely to make relationship specific in-
vestments, face a greater probability of receiving credit, and are less likely to have a
dynastic ownership structure.

Put together, this jigsaw of papers shows that better courts lead to improved eco-
nomic performance. Although causality has been difficult to establish, over time this
young literature has achieved substantial progress in making the empirical results more

convincing,

1.2.2 Design of judicial institutions

Having established a link between courts and economic performance, it is important to
understand what determines the quality of law enforcement.

The literature on performance of politicians provides some useful insights. It sug-
gests, both theoretically and empirically that organization of political institutions and
government bureaucracy has real effect on behaviour of public officials (see Persson
and Tabellini (2000) for a review of theoretical models; Persson and Tabellini (2003)
and Besley and Case (2003) for cross-country and within country empirical evidence,
respectively).

Economists have not analyzed the design of judicial institutions nearly as much,
although there has been a substantial informal discussion of this in legal and politi-
cal science literatures. First rigorous attempts to study the design of the court system
were made by researchers working in the area of law and economics. Many of those
results are summarized in Kornhauser (2000a), (2000b). Below I combine some of the
more recent literature with major early findings in an attempt to take stock of econo-
mists’ collective knowledge of how the structure of judicial institutions shapes their

performance.
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1.2.2.1 Judicial discretion and mandate

A casual look at legal systems around the world reveals two broad approaches to defin-
ing the mandate of judges vis-a-vis that of the legislators: common law and civil law.
While under common law judges are meant to engage in law-making using the power
of the precedent, in civil law countries, the legislator produces detailed codes to which
the judges adhere in their disputes. Thus, civil law judges typically have less discre-
tion than their common law counterparts, and do not have a formal mechanism which
would elevate their decisions into a standard for subsequent referral.

Glaeser and Shleifer (2002) develop a model to compare the two systems. They
argue that, relative to civil law, common law allows more flexibility and protects firms
from undue interference from the government. On the other hand, under the system of
civil codes judicial decisions are less susceptible to influence (bullying or corruption)
from potential litigants. Therefore, which system is optimal for a particular society
depends on whether it is the government or the individual litigants that are more likely
to distort law enforcement relative to welfare optimum. Gennaioli (2005) extends this
comparison by modelling contracting decisions of firms under each regime. In a simi-
lar spirit, he concludes that the choice of the legal system involves a trade off between
potential legislative bias under civil law and potential judicial bias and incompetence
under common law.

These theories suggest that societies may have chosen to adopt one of the two ma-
jor legal systems depending on particular conditions that they faced. This endogeneity
may complicate interpretation of empirical evidence on how legal origins affect eco-
nomic performance. Comparison of countries reveals that common law systems are
associated with lower level of labour regulation and smaller number of procedures nec-
essary to register a new business than civil law ones (La Porta et al (2004)). La Porta
et al (1998) construct indexes capturing various aspects of laws governing shareholder
and creditor rights in 49 countries. They find that law on books of the civil law coun-
tries, particularly those of French origin, provides less protection to shareholders and

creditors. Consistent with this, in their 1997 paper, the same authors find that countries
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with the French civil law system have less developed debt and equity markets.

Enforcement also appears to be less effective under civil law of French origin than
under common law. Djankov et al (2003) construct an index of formalities involved in
first, collecting a check and second, evicting a tenant through courts in 109 countries,
and show that countries with French and Socialist legal origins are more ‘formalistic’
than others. They proceed to demonstrate that higher judicial formalism is associated
with slower judiciary and lower confidence in the court system among firms.

Berkowitz et al (2003) argue that the process of adoption of one of the four legal
systems (English common law, French, German or Scandinavian civil law) has varied
substantially across countries: some have put more thought and effort into adapting
the borrowed legal system to local conditions than others!®. In a cross-sectional com-
parison of 49 countries (same as those used in La Porta et al (1998)) they show that
economies that poorly adapted the borrowed legal system to their specific environment
tend to have a lower index of overall legality and lower output, after controlling for
legal origin!!. This study complements the argument of Glaeser and Shieifer (2002)
that the effectiveness of a particular legal system depends on specific conditions that
prevail in the society.

Courts are not the only agencies engaged in enforcement of law: so are regula-
tors. There is a growing literature investigating which of these two institutions does
a better job. Economists have long argued that regulatory process is often captured
by interest groups (see Stigler (1971) among others). However, when analyzing rela-
tive incentives of judges and regulators, Glaeser et al (2001) and Glaeser and Shleifer
(2003) argue that regulators may perform better because they can be incentivised to

act in public interest'2. Judges, by design, do not face performance related incentives,

10 A study by Pistor et al (2003) further illustrates these differences. It describes the process of ‘trans-
plantation’ of corporate law from three legal families in six countries (Spain, Chile, Columbia, Israel,
Malaysia and Japan) and contrasts evolution of corporate law in these economies to that in countries
where the transplants had originated.

11 Identification may be particularly difficult here since both legality and receptiveness of transplant are
subjective variables, and the distinction between them can be rather fine. However, authors do control
for countries being a member of the OECD, and experiment with different definitions of an ‘unreceptive’
transplant.

12 However, the roles of the regulator and the judge are not exactly symmetric: in most countries deci-
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and therefore, are less likely to invest costly effort and are more susceptible to capture
by litigants than regulators (more on this in section 1.2.2.2)!3.

Xu and Pistor (2002) complement this research with the observation that when law
is incomplete, the functions of the regulator and the judiciary differ in a fundamental
way: regulators often intervene preemptively, while judges only enforce laws after a
violation has occurred. They argue that such failure to deter is a weakness of law en-
forcement by courts, and is especially costly when violations lead to significant harm
(for example when they result in externalities). Similar to Glaeser et al (2001) they
show that the drawbacks of regulation is overzealousness and stifling of harmless activ-
ities. They conclude that adjudication should be preferred to regulatory enforcement
in areas of law where harm does not involve large externalities and violations follow a
predictable pattern.

The relationship between judges and the legislator deserves a further comment.
The theory of common vs. civil law, such as that in Glaeser and Shleifer (2002),
and that of incomplete law (Xu and Pistor (2002)) implicitly view the roles of the
legislature and the judiciary as substitutes (albeit imperfect). In absence of detailed
laws, judges use discretion to make decisions; when laws become more specific, this
discretion is removed, at least partly.

There is some evidence to support this notion. Using case study evidence for
Poland, Russia and Germany, Pistor and Xu (2002) illustrate how courts fill in gaps
left by the legislation in the area of conflicts between management and shareholders of
firms. Kessler and Piehl (1998) analyze how judicial decisions are affected by a new
Californian law providing for higher sentences for certain types of crimes. They find
that judges increase sentences not only for crimes covered by the provision, but also

for other similar type crimes'#. Turning to interest groups, Shapiro (1995) describes

sions of regulators are subject to a judicial review.

13 Glaeser et al (2001) illustrate this by contrasting enforcement of securities laws in Poland and Czech
republic. They argue that Poland has been more successful in preventing shareholder rights violations
because it adopted more stringent requirements on informational disclosure of firms and used a regulator
rather than judiciary to monitor compliance with securities laws.

14 Cooter and Ginsburg (1996) also find evidence in the US that of more powerful legislatures are asso-
ciated with lower degree of judicial discretion.
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that in the US they increasingly view legislation and adjudication as alternative means
of achieving preferred outcomes.

The stock of literature discussed above identifies issues which are important in de-
ciding how much powers to give to judges vis-a-vis legislators and regulators. Taken
together, these papers show that ultimately, the optimal judicial mandate depends on
particular circumstances prevailing in the society (e.g. top-level vs. low-level corrup-
tion), and the specific policy that is being implemented. One of the important impli-
cations of this literature is that the optimal design of the judicial mandate depends on
other institutions that are in place. For example, those shaping behaviour of the leg-
islature and regulators. There is scope for exploring this issue more explicitly, both
theoretically and empirically.
1.2.2.2 Incentives and selection of judges:

Independence vs. accountability

Several theoretical papers discussed above assume that judges may ‘underperform’
because of particular incentives that they face. This section summarizes what we know
about rules that govern judges and the effects these rules have on judicial performance.

Most countries built their judicial system around the idea that in order to be im-
partial it must be independent. That is the well-being of judges must not depend on
decisions they make. This principle has been deeply imbedded in philosophy of law,
going back to the work of Montesquieu (1748).

Typically, arrangements that ensure independence, at the same time make it diffi-
cult to hold judges accountable for their decisions. Thus independence can backfire
when objectives of judges do not coincide with social welfare. This conflict has been
discussed at great length in legal literature (see, for instance, Cappelletti (1985)).

Maskin and Tirole (2004) model the trade-off between accountability and indepen-
dence of judges. They contrast a system in which judges face re-elections after some
period to one in which they have permanent tenure from the start. They show that
when judges do not face a review by the electorate, the system can generate inefficient

outcomes if preferences of judges are not congruent with social welfare. Elections
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help alleviate this by providing judges with the right incentives if electorate is well
informed. However, when electorate is uninformed, the judges who face reelections
may pander to voters instead of making welfare maximizing choices.

La Porta et al (2004) look for empirical evidence on effects of judicial independence
on legal environment. They code provisions for judicial tenure and power of judges to
create legal precedent into an index of judicial independence for 71 countries. They
find that countries with higher measure of judicial independence have a higher index
of property right protection against government interference, controlling for per-capita
income, geography, and ethnic fragmentation.

The use of cross-country variation here with somewhat subjective indexes on both
sides of the regression equation raises standard identification issues. The search for in-
stitutional variation within a relatively homogeneous setting has led economists to the
Unites States. The presence of alternative arrangements for judicial retention across
American state courts have become the focus of a number of papers investigating the
effect of judicial (in)dependence on law enforcement.

Only three of the US states appoint judges for life. The rest use one of five dif-
ferent retention methods: partisan elections (candidates are put forward by parties and
campaigning allowed), non-partisan elections (anyone can run), merit plan elections
(population votes to retain the judge: ‘yes’ or ‘no’), gubernatorial reappointment, and
legislative reappointment (see Hanssen (2004b) for a detailed account of these proce-
dures and how they emerged)!®. Although effects of these procedures have not been
modelled formally, legal scholars argue that they differ substantially in the ease with
which a judge can be removed.

In an early paper comparing criminal proceedings across state courts, Elder (1987)
shows that courts that subject judges to partisan re-elections generate more criminal
trials and less guilty pleas than other courts. He argues that although settlement by a

guilty plea is often more socially desirable, in the states with re-elections judges are

15 Appointment methods also fall under these five categories, but there is a significant number of states

that use different methods to appoint and retain judges.
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less inclined towards them because they are less visible than trials which can be used
to communicate information to the voters.

Besley and Payne (2003) group the five retention methods into two categories: reap-
pointment by politicians and re-election. Using both cross-sectional and over time
variation, they analyze the effects of these two procedures on employment discrimina-
tions charges filed by workers with state courts. They find that courts where judges
face re-election attract more filings, and show analytically that this is consistent with
judges in such courts favouring workers more than judges who work in courts with
reappointment.

In a cross-sectional comparison, Hanssen (1999) finds that the number of disputes
is higher in states where judges are appointed, which he shows is consistent with there
being more uncertainty associated with decisions of these judges. In a 2000 paper he
also shows that in states where judges are appointed administrative agencies tend to
hire more staff than in states where judges are elected.

Taken together, these papers show that judges who face elections behave differently
from those who are reappointed by politicians. The rare natural experiment in reten-
tion procedures across the US state courts has made this powerful insight possible.
However, a look at how judges are retained across the world reveals that elections con-
stitute an exception rather than common practice. In countries where judges do not
have a permanent tenure, they are usually re-appointed by the government and/or by a
special committees (see, for instance, Skordaki (1991) and Thomas (1997) for surveys
of judicial appointment and retention methods around the world).

How incentives of judges who face reappointment by politicians differ from those of
judges with permanent contracts is more of an open question. These differences have
not been modelled theoretically'®. Empirical evidence is also not extensive: Besley
and Payne (2003) show that significantly less employment discrimination charges are

filed with courts where judges are appointed for life. At the same time, Landes and

16 When politicians fully represent the electorate, appointment of judges by politicians is equivalent to

direct election. However, the results summarized above show that the effects of the two procedures differ.
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Posner (1980) do not find any effects of tenure of judges on their citations.

Some insight into how political re-appointment affects judicial behaviour can be
gained by looking at empirical evidence on promotion of judges. Ramseyer and Ras-
musen (1997) analyze which judges get promoted in Japan, where, they argue, the
government controls promotion decisions. They show that judges who belong to pro-
fessional organizations with leftist views are less likely to get prized jobs in late career.
They also find some evidence that judges who have ruled against the government are
less likely to get promoted, although this effect is not entirely robust to the definition
of promotion. Cohen (1991) analyzes 200 decisions of the US district court judges on
constitutionality of the US Sentencing Commission, which gave the government more
control over criminal sentences. He finds that judges who faced exogenously higher
number of positions for potential promotion voted against the Sentencing Commission
significantly less frequently than their colleagues with lower promotional opportuni-
ties!”. Blanes i Vidal and Leaver (2005) follow careers of 54 High Court judges in the
UK and find evidence that the probability of promotion is lower for judges who rule
against the government more frequently.

When politicians have the powers to appoint judges, they can also influence law
enforcement by selecting judges with certain characteristics. Around the world judges
are appointed by a variety of methods, typically involving the legislative or executive
branches of the government or both. Selection procedures for judges have been subject
to recent policy debates in a number of countries (see, for example, Kendall (1997) and
Malleson (1997)).

Empirical evidence on the effect of selection procedures has again been focused
on the United States, where these procedures vary in state courts. The evidence on
differences between legislative and executive appointment of judges is limited to very
few early papers, such as Canon (1972), and Glick and Emmert (1987). These com-

pare characteristics of judges selected by different methods using association tables.

17 Promotional potential, measured as the quota of appellate court seats reserved for district judges,
varies by state, and not by judge. Therefore, the significance of the reported coefficient may be overstated
(see Moulton (1990)).
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They find that the legislature typically chooses judges with different professional back-
grounds compared to those selected by the executive branch (or elected by a popular
vote). Ashenfelter et al (1995) ask whether the political affiliation of appointing pres-
ident has an effect on judicial decisions, and do not find one in the data from two
federal courts. At the same time, Revesz (1997) shows that judges appointed by Re-
publican presidents find in favour of industry more frequently than judges appointed
by Democrats in environmental disputes heard in the D.C. Circuit!®. Besley and Payne
(2003) look at state courts that changed their selection method from elections to po-
litical appointment or vice versa. They do not find differences in the volumes of
employment disputes these courts attract before and after the change.

Insights into the potential of selection procedures to influence law enforcement can
be provided by studying the impact of individual characteristics of judges (such as
political affiliation) on their decisions. However, most of such studies have not ad-
dressed the issue of endogenous selection into litigation which can severely undermine
identification. The exception is Ashenfelter et al (1995), who compare decisions of
judges who work in the same court but belong to different political parties: they find
no statistically significant differences between them.

The presence of ideology behind judicial decisions is shown in Ichino et al (2003)
and Marinescu (2004). Their analyses of employment disputes in Italy and in the
UK, respectively, show that judges exhibit a tendency to side with litigants that are
disadvantaged by macroeconomic conditions!2°,

To summarize, the analysis of judicial selection procedures has been rather limited.
To my knowledge, there is no theoretical literature on how differences in appoint-
ment procedures affect law enforcement. Empirical evidence, summarized above is

also rather restricted and somewhat contradictory. The two most widespread meth-

18 Specific rules governing disputes considered in both papers help alleviate selection concerns (see
section 1.1).

19 Marinescu (2004) finds that not only workers win more often when unemployment is high, but also
firms win more often when bankruptcy rate is high and the worker involved in the dispute already has a
new job.

20 For details of how Ashenfelter et al (1995), Ichino et al (2003) and Marinescu (2004) deal with en-
dogenous selection see section 1.1.
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ods of judicial selection, by executive government and by legislature, have hardly been
compared. The use of committees to appoint judges, a recent policy issue in several

countries, has not been studied rigorously so far.
1.2.2.3 Endogenous judicial institutions

Ultimately, if the rules that govern courts, such as those of retention and selection can
affect the way laws are enforced, politicians can influence judges by virtue of being
able to design these rules. In their early paper, Landes and Posner (1975) argue that
since judges can affect the rents collected by politicians, the latter will select institu-
tional features of the judiciary strategically. They then show that politicians may still
choose the judiciary to be independent, for the fear that a controlled judiciary may
overrule their policies once a new government comes to power.

Hanssen (2004a) develops this idea further. He argues that when political incum-
bents face strong competition from other contenders with divergent political views,
they will choose the judges to be independent, in line with Landes and Posner (1975).
However, if authorities feel that they are unlikely to be unseated by competition, they
will choose rules that help them control judges. Empirical analysis relates both cross-
sectional and over time differences in how states retain judges to variations in political
competition in these states. The results show that states where the ruling party has a
low majority in the legislature and has interests that substantially diverge from those
of the opposition are more likely to switch to the merit plan — a reappointment rule

which, the author argues, makes it most difficult to remove judges.

1.3 Concluding remarks

The literature summarized above leaves little doubt that judiciary plays an important
role among institutions affecting economic development. Summarizing, the following
four observations emerge.

First, there is a significant link between the quality of the judiciary, and economic

development. Better court performance is associated, in particular, with more lending
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and investment.

Second, different legal systems grant the judiciary different degrees of influence
vis-a-vis legislators and regulators. How much discretion should be given to judges
depends on the particular issue which is at stake as well as on the incentive struc-
tures in place for judges, politicians and regulators. An important insight here is that
the optimal design of judiciary depends on other institutions, such as those control-
ling politicians and bureaucrats. Empirically, cross country comparisons show that
countries where judges enjoy more freedom have better developed financial markets.

Third, evidence from the US on retention procedures for judges unambiguously
shows that judges respond to incentives. This casts a very strong doubt on the idealistic
view that judges are motivated purely by considerations of social welfare.

Fourth, there theoretical findings and some empirical evidence suggesting that politi-
cians actively try to influence law enforcement, whether through retention and promo-
tion, or by designing judicial institutions in ways that benefit their interests. There is
scope for making this evidence more precise and extending it to other contexts, as well
as for a deeper theoretical understanding of how different political offices can affect
law enforcement when given access to a particular instrument of controlling judges.

Most of the research discussed above is rather young. The first empirical papers
on implications of property right enforcement for economic performance are barely
ten years old. Interpretation of initial results in these papers as well as early papers
on organization of courts has been hindered by identification issues. However, recent
contributions have made progress towards more robust estimation.

As discussed in the first paragraphs of this chapter, this thesis contributes to the
existing literature on law, institutions and economy in the following ways. Chapter 4
lends new evidence to the view that law enforcement has a real impact on economy. It
focuses on the effect of court predictability on decisions of banks and suppliers to lend
to firms, models it analytically and then estimates it using new data on credit received
by individual firms and on performance of Russian courts in regions where these firms

locate.
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