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Preface

Two countervailing trends have challenged scholars and policy makers in the
debate about law and economics in the past two decades. The first was the
emergence of legal origins theory in the late 1990s, which asserts the economic
superiority of common law over civil law. The second, beginning simultaneously,
was a sequence of crises of increasing magnitude in the very financial markets on
which that assertion was based. Both trends seemed to unsettle cherished certainties
about the rule of law and the proper institutional environment of market economies.
They also deprived the American, European, and Japanese donor community of its
shared sense of legitimacy in offering advice for legal reforms in developing and
transforming countries.

Traditionally, scholars of comparative law focused on functional equivalences
and increasing convergence between common law and civil law rather than on their
obvious historical differences. On that basis, legal reforms in developing and
transforming countries in the 1990s, and Western support for them, could proceed
on the assumption that both common law and civil law were functional pillars of
institutional economics. Institutional economists tended to share that assumption.
The older ordo-liberal school led by Walter Eucken, Franz Bohm, and Friedrich von
Hayek, a great admirer of judge-made law, was developed in a civil law country,
and neither Ronald Coase’s nor Douglass North’s new institutional economics
based on transaction costs made any distinction between common law and civil law.

In the mid-1990s, however, a group of political scientists and economists led by
Rafael La Porta, Florencio Lopez de Silanes, Andrei Shleifer, and Robert Vishny,
commonly known as “LLSV,” began asking the important question why the stock
markets of London and New York were so much larger and dynamic in the 1990s
than those of Paris and Frankfurt. Their first bold step was to look for behavioral
patterns and legal rules encouraging the provision of capital to financial markets.
They assumed that common law favors the trust of uninformed capital owners in
professional insiders acting as agents in the best interest of their principals. The
second, even bolder, step was to base this hypothesis on religious sociology and
political theory: Robert Putnam’s field research in Italy on Catholic distrust of
strangers, which they assumed to be manifest in civil law, and LLSV’s own
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political theory that civil law, since Roman times, had been the expression of the
will of the ruler rather than of free citizens wishing to protect their economic
interests.

Their most important contribution, however, was to marshal impressive
resources for cross-country econometric analyses relating the economic perfor-
mance of more than 100 countries of the world to their legal origins. This effort
was unprecedented and has never been rivaled until today. The resulting “legal
origins theory” concluded that there were higher levels of regulation and lower
levels of economic performance in civil law than in common law countries. The
new theory left its mark on the “Doing Business Reports” of the World Bank IFC,
which in turn inform country analyses of rating agencies and hence tend to affect
the credit worthiness of developing and transforming countries reforming their
legal systems with civil law advice.

Inversely, the recent financial crises have led to calls for more regulation in
common law countries. Government interventions in US and UK financial and
industrial sectors have been more massive in some areas than in civil law countries.
The subprime crisis in the US was perceived by leading economists as an
unforeseeable fundamental shock to the discipline of economics. In the Financial
Times of March 8, 2009 Lawrence Summers spoke of a “fatal blow to the theory of
self-stabilizing markets.” The World Bank IEG evaluation of the “Doing Business
Reports” in 2008 cast doubt on a simple dichotomy of presence or absence of
regulation as a criterion for measuring the ease of doing business. It called for the
design and international discussion of new indicators beyond those used in the
“Doing Business” reports. Meanwhile, the American legal profession, which had
been instrumental in the securitization of risk-diffusing collateralized debt obliga-
tions, remained, with a few outstanding exceptions, conspicuously silent about
solutions to the subprime crisis based on American common law.

The two shocks to theory and policy in law and economics motivated the
initiation, in 2008, of the international and interdisciplinary project “Institutional
Competition between Common Law and Civil Law” at the University of Louvain in
Louvain-la-Neuve (Belgium) under the joint auspices of the Centre de recherche
interdisciplinaire droit, économie et société of the Faculty of Law, and the Institut
de recherches économiques et sociales as well as the Institut de science politique of
the Faculty of Economic, Social and Political Sciences. This book presents results
of two international conferences in Louvain-la-Neuve, one in March 2009 and one
in February 2012, as well as of intermittent and ongoing research of participants
from the University of Amsterdam, the Asian Development Bank Institute in
Tokyo, the University of Bremen, Cambridge University, the University of Chicago,
the German Society for International Cooperation, the International Labor Organi-
zation, the Japanese Ministry of Justice, Keio University, the University of Kinshasa,
the University of Kolkata, the Max-Planck Institute for Comparative Law and
International Private Law in Hamburg, the University of Paris X-Nanterre, Tsinghua
University, and the World Bank IEG. For comparisons of efficiency of, and access to,
justice, the “Questionnaire on rules and structures of civil procedure affecting access
to justice as cost and time factors” was prepared for the February 2012 conference
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(Louvain Questionnaire). It contains 8§ categories of evaluation comprising a total of
55 indicators. These served as a matrix for data collection and reservoir of research
topics.

The introductory Chap. 1 (Part I of the book) maps the interdisciplinary land-
scape of institutional competition and its sources of worrying issues for theory and
policy. It surveys the political, sociological, and economic areas covered by LLSV
with its amazing footprint of econometric, though not always historical, and legal,
robustness. It also points to large swaths of the same areas, which LLSV left aside
as terra incognita, such as the economic liberalism of the French, German, and
Japanese civil codes, non-protestant explanations of medieval European as well as
contemporary Asian capitalism, and, most remarkably in Andrei Shleifer’s own
domain of financial markets, the theory of bubbles such as the one leading to the
subprime crisis. The chapter submits an agenda for deepening research in the areas
of comparative law, legal history, legal sociology, econometrics, institutional
economics, and philosophy of science.

Part IT of the book is dedicated to testing the economic impact of common law
and civil law in today’s developed and newly industrialized countries. In Chap. 2,
Frédéric Docquier leads off with a discussion of the current state of the difficult art
of measuring the impact of institutions on economic growth. He points to the limits
of both static cross-country analyses with large samples, which has the advantage of
econometric robustness but cannot capture legal change, and dynamic panel anal-
ysis of small samples, which does have that potential but is compelled to focus on
small samples and therefore falls short of economic robustness. He proposes to
compensate that shortcoming by counterfactual evidence in “quasi-natural experi-
ments” of different institutional regimes such as those competing in the economic
histories of divided countries like China, Germany, and Korea.

This is what Raouf Boucekkine, Frédéric Docquier, Fabien Ngendakuriyo,
Henrik Schmiegelow, and Michéle Schmiegelow attempt to achieve in Chap. 3
by combining their complementary interests in economics, econometrics, legal
history, comparative law, and political science. With the aim of complementing
the “Enforcing Contracts Indicator” of the “Doing Business Reports” by an indi-
cator of transaction costs in concluding contracts, we focus on codified default rules
of contract law making costly draft agreements unnecessary. Our sample of eight
countries (France, Germany, Japan, South Korea, Switzerland, Taiwan, UK
(England and Wales), and US) is small but significant on several levels: four
“mother countries” of legal origins, three major financial centers, two newly
industrialized countries and three postwar divided countries. Dynamic panel anal-
ysis over prolonged periods (1870-2008) shows that codified default rules favor
economic performance, the higher the number the better the performance. The
default rule advantage of civil codes can compensate a lack of financial center
advantage. Cumulating the two advantages as in the Swiss case results in the best
conceivable performance.

In a policy-oriented case study (Chap. 4) Henrik Schmiegelow and Michele
Schmiegelow elaborate on the potential of one particular default rule as a way to
resolving economic crises triggered by massive unforeseen changes in price levels.
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Having “migrated” from medieval international law to continental European civil
codes to England, the US, East Asia, and most recently France, the principle of
contract discharge or modification in cases of changed circumstances has become a
common heritage of civil law and common law in jurisprudential, judge-made, or
legislated variations under designations such as rebus sic stantibus, Wegfall der
Geschdftsgrundlage, frustration of purpose, jijou henkou, shiging biangeng, or
imprévision. The rule made economic history as judge-made law in Germany’s
hyperinflation of 1919-1923 (RG 103,328) and in the oil crises of the 1970s in the
US (ALCOA vs. Essex Group). In the case of unforeseen house price deflation in the
subprime crisis, the Obama administration made a legislative attempt at mortgage
modification, which failed in the US Congress. The question of why there was no
civil trial at a Federal Court to rise to the challenge remained open until the time of
writing this chapter.

The case illustrates the problems that may arise if substantive law remains “law
on the books” without being translated into practice by efficient procedural rules
and judicial structures. In Chap. 5, Henrik Schmiegelow discusses the assertion of
legal origins theory that civil law procedure is systematically associated with more
formalism, longer duration, more corruption, less consistency, less honesty, less
fairness, and inferior access to justice. A closer look reveals that the large country
samples, on which this assertion is based, with an overwhelming majority of
economically struggling developing countries, more of 50 % of which coded as
of “French legal” origin, unwittingly measure the negative “transplant effect” of
imperial imposition of foreign laws to unreceptive British and French colonies
rather than the intrinsic qualities of common law or civil law. Data from the US
Court Statistics Project, the European Commission for the Efficiency of Justice, and
national reports to the X VIIIth World Congress of Comparative Law in Washington
in 2010 show that there is no common law/civil law divide in a large majority of the
55 indicators of the Louvain Questionnaire. The single most important divide has
been identified by authoritative American comparative law literature and English
reform proposals for civil procedure in England and Wales: lawyer-dominated
common law procedure takes more time and is more costly than judge-managed
civil law procedure. This leads to a much deplored “vanishing” of the civil trial and
hence to a drying up of judge-made common law, the principal pillar of legal
origins theory.

With chapters on access to justice and inclusive development in Asia, Africa,
Eastern Europe, and Latin America, Part III of the book focuses on how developing
and transforming countries are attempting to overcome the legacies of colonial
transplants of common or civil law and of socialist legal origins, respectively.
Simon Deakin, Colin Fenwick, and Prabirjit Sarkar lead off with an analysis of
reform legislation of substantive labor law in the middle income countries Brazil,
China, India, Russia, and South Africa. Though small, their sample of five countries
is particularly instructive as it represents three civil law and two common law
countries having attracted the attention of economic discourse as the so-called
BRICS countries in view of their remarkable growth in recent decades. For the
purpose of this book, the sample is of added significance as it includes three
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developing countries (Brazil, India, and South Africa) and two countries in the
process of transformation from socialist economies to market economies (China
and Russia). The remarkable commonality of their economic performance in recent
years appears to reduce the profile of the great diversity of their legal origins in
LLSV’s coding: English (India, South Africa), French (Brazil, Russia), and German
(China). Using the database of the Cambridge Center for Business Research (CBR)
on comparative labor law as well as their most recent field research, they find that
codified default rules grant workers higher degrees of protection in India’s and South
Africa’s formal labor market than in the UK. Refining the econometric analysis of
legal change developed since 2006 at the CBR and with time series covering the
period since the early 1970s, or, in the case of Russia, the early 1990s, they are able to
show that reforms of workers representation tend to correlate with higher scores on
the Human Development Index (HDI), while in the case of laws on industrial action,
some negative effects on human development indicators are reported. But they find
no rise in unemployment due to more protective labor laws (Chap. 6). Of course, just
as Boucekkine et al.’s hypothesis on codified default rules of contract law, Deakin
et al.’s hypothesis on substantive labor law will require control for procedural
efficiency.

For the purpose of such control, Neela Badami and Malavika Chandu offer hard-
to-come-by data on India’s civil procedure and multiple modes of alternative
dispute resolution. They respond to the extraordinary complexity of the Indian
case by differentiating responses to the Louvain Questionnaire in three time periods
(pre-colonial, colonial, and post-Independence) and on two levels of analysis
(de facto conditions and legislative intent). They report that the question whether
the common law civil procedure codified for British India was “ideal for Indian
conditions . . . has given scholars, legislators and stakeholders sleepless nights,” but
that the “reluctant consensus” after Independence was that after 200 years of British
rule it was too late to revert to indigenous systems. Since then the legislature and the
Supreme Court have garnered an “activist” reputation, but failed so far to remove
the massive barriers of poverty and procedural inefficiency impeding access to
justice in India (Chap. 7).

In Chap. 8, Helen Ahrens warns against the wholesale dismissal of Latin
American legal institutions (coded by LLSV as of French legal origin) as “failed
law.” She emphasizes both the domestic fragmentation of national legal cultures
and the strong transnational influence, especially from the US, on Latin American
legal and economic discourse and policies. While deregulation and rising complex-
ity of commercial transactions in the late 1980s and 1990s have increased judicial
conflicts, a change in the role of judges and their legal reasoning can be detected.
Shedding their traditional role as mechanistic appliers of the wording of codified
laws, they have begun to interpret the codes in accordance with their countries’ new
constitutions adopted in the course of the region-wide process of democratization.
They are starting to look for, as well as to set, judicial precedents. They appear to be
joining the process of convergence between common law and civil law countries
with the importance of judge-made law declining in the former and increasing in the
latter.
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The fundamentally different challenges which transforming countries face in
overcoming what LLSV call their “socialist legal origin” are explained by Hiroshi
Matsuo in Chap. 9 on Indochina and Hans-Joachim Schramm in Chap. 10 on
Central Asia. In both regions the first priority was to replace vertical centralism
in social and economic organization by civil and procedural codes as framework for
decentralized transactions between free citizens. Although Vietnam, Laos, and
Cambodia did have the colonial heritage of French civil law, they made the
significant choice of Japan (with its history of autonomous selection of various
civil law patterns in the nineteenth century) as the principal advisor in designing
their new civil law codes in their own languages and with adjustments to their own
cultural context. The major challenge was to promote awareness of the laws
protecting the new liberties among the population as well as legal aid. Kazakhstan,
Kyrgyzstan, Tajikistan, Turkmenistan, and Uzbekistan have adopted constitutions
guaranteeing access to courts, the independence of the judiciary, and the principle
that judges are bound but by the law. New civil codes and civil procedure codes
have been adopted, which are more or less similar in the five countries, reflecting
both the tradition of Imperial Russia’s participation in the European codification
movement at the end of the nineteenth century and today’s influence of western,
mostly German consultants. Just like the Indochinese countries, Kazakhstan and
Kyrgyzstan are also renewing older cultural practices as modes of alternative
dispute resolution (ADR).

In Part IV on “Legal Cultures and Legal Reforms,” three case studies of particular
salience focus more closely on the relationship between legal cultures and judicial
supply. Two of these concern countries with traditionally low but recently rising
litigation rates. The third analyzes cultures of legal commentaries and a new project
for advancing this genre as an instrument to make new codes and precedents
transparent and accessible. All three demonstrate the potential of functional inter-
action between culture and law in legal reforms. Erhard Blankenburg and Bert
Niemeijer analyze the dramatic increase in legal action in the Netherlands since
the 1980s, a country long considered as a paradigm of low litigation propensity. He
relates this evidence to sociological changes affecting judicial supply and demand
for law. Supply push and demand pull may have reinforced each other. A micro-
analysis of problem-solving strategies of households with different “legal needs” in
Dutch-British comparison explains part of the change on the demand side. Available
comparative surveys of the density, quality, and costs of judicial systems and their
budgets across the common law/civil law divide offer clues on the supply side
(Chap. 11). Yukio Nakajima reports a similar change in Japan, Asia’s paradigm of
cultural litigation abhorrence. He argues that a series of reforms of the Japanese
judicial system carried out since 2001 in order to enhance access to justice did have
the effect of increasing the litigation rate. The establishment of the Japan Legal
Support Center appears to be reflected in this remarkable trend. This suggests that
citizens are actually willing to go to court, provided they receive proper information
and assistance (Chap. 12). Shiyuan Han describes a project of advancing the genre of
commentary in China’s legal literature as part of the country’s legal transformation.
Reflecting upon the long traditions of commentaries of codes or precedents in
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German-speaking countries as well as in ancient China, he advocates a revival of this
tradition in order to make the evolving interpretation of China’s new codes and
judicial rulings transparent for the legal professions as well as for the general public.
Recent guidelines of the Supreme Court of China for the interpretation of the
Contract Law of 1999 in cases of changed circumstances are evidence of the demand
for commentaries (Chap. 13).

Part V moves from functional comparisons of legal systems to issues of strategic
choice in legal reforms. Linn Hammergren turns decades of experience in oversee-
ing World Bank projects in different parts of the world into proposing an alternative
approach. It would combine bottom-up and top-down approaches to reforms of
judiciaries and alternative modes of dispute resolution, both of which have disap-
pointed expectations if carried out as single strategies. And it would add policies
dealing not only with disputes but also with reducing their occurrence by solving
the social and economic problems at their roots (Chap. 14). Masahiro Kawai and
Henrik Schmiegelow analyze the Asian financial crises of 1997-1998 as catalysts
of legal reforms. The origins of the financial crisis in emerging economies of
Indonesia, Korea, Malaysia, the Philippines, and Thailand were different from the
Japanese banking crisis. The former was triggered by massive capital inflows
followed by massive outflows, the latter by the collapse of the real estate bubble
in 1991. But the legal reforms required for financial and corporate restructuring
were comparable. Remarkably, both the origins and the solutions of the crises cut
across the common law/civil law divide, a rather serious challenge to legal origins
theory in its preferred area of financial markets (Chap. 15). Grégoire Bakandeja
makes the case for a strategy of legal reforms by regional integration as in the case
of the Organization for the Harmonization of Business Law in Africa (OHADA).
While the legacy of French legal origin is unmistakable in today’s 17, mostly
francophone, member states of OHADA (Benin, Burkina Faso, Cameroon, Chad,
Comoros, Republic of the Congo (Brazzaville), Ivory Coast, Gabon, Guinea-
Conakry, Guinea Bissau, Equatorial Guinea, Mali, Niger, Senegal, Togo, Central
African Republic, and the Democratic Republic of the Congo), the legal process
initiated by OHADA tends to substitute colonial transplants by innovative and
pragmatic solutions suitable for cross-border business operations. This may explain
the attraction it has for some anglophone African countries of common law legal
origin, which appear to consider joining the organization (Chap. 16). Albrecht
Stockmayer reflects upon his experience as an advisor on governance and legal
reforms in projects of the German Society for International Cooperation. Although
trained in civil law, he adamantly advocates leaving the choice for one or the other
type of legal system as a whole to the country concerned. Advisory work should
respond to the demand of the reforming country, take its political, economic, and
cultural context into account and proceed by dialogue. He cites Amartya Sen: Legal
development must enhance the people’s freedom to exercise the rights and entitle-
ments that we associate with legal process (Chap. 17).

In their conclusion (Part VI, Chap. 18), the editors attempt to integrate the
conclusions of each contribution to this book as well as other results of the Louvain
project in a functional framework of theory and policy. The pieces appeared to fall
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into place in a remarkably easy and straightforward way on several levels of social
structures and action. The cumulative scholarship of our global network of research
brought together theoretical and empirical resources of comparative law, develop-
ment theory, economics, econometrics, economic history, legal history, legal socio-
logy, and political science. It succeeded in breaking down a considerable number of
the merely mental, or in taking due account of seriously methodological, barriers
between these disciplines. This opens the way to filling the large areas left unexplored
by legal origins theory.

With only 64 countries covered in more or less detail, of which 12 by dynamic
panel analysis, we would not even try to compete with LLSV’s large samples of
over 100 countries and the econometric robustness they offer. Our goal was not to
refute legal origins theory. The Asian financial crises of the 1990s and the subprime
crisis 2007-2009 in the US have challenged LLSV’s bold assumptions of beha-
vioral finance and their assertion of an economic superiority of common law much
more fundamentally than any theoretical discourse could have done. Our purpose is
to rebalance and deepen the debate on policies of legal reforms and economic
development, which LLSV have had the great merit to open. We propose to use
the four requirements of goal attainment, adaptation, pattern maintenance, and
integration in Talcott Parsons’ sociological functionalism as a simple matrix for
balanced reform policies. In their path towards convergence, both common law and
civil law fulfill these functions in changing degrees of judge-made and codified,
substantive and procedural law.

Louvain-la-Neuve, Belgium Michele Schmiegelow
November 2013 Henrik Schmiegelow
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Chapter 1
Interdisciplinary Issues in Comparing
Common Law and Civil Law

Michele Schmiegelow

1.1 The “Comparative Quality”’ of Common Law and Civil
Law as an Issue of Policy

For half a century after the end of the Second World War, agreement on the
necessity of law as a framework for liberal democracy and the free market economy
anywhere in the world was widespread in the Western value community
(Schmiegelow 1997). After the end of the cold war, Western assistance to legal
reforms in former East bloc countries was thus a natural political commitment both
in Europe and America. Since the end of the 1990s however, a debate on the right
choice between common law or civil law patterns appears to deprive such commit-
ment of some of its a priori legitimacy.

1.1.1 Law in the Philosophy of the Open Society
and in Institutional Economics

For the two leading thinkers of the twentieth century on the concept of an open
society, Karl Popper and Friedrich von Hayek, law had to play a crucial role in the
transformation of any society from absolutism, authoritarianism or totalitarianism
to a liberal democracy and a free market economy. As a preface to the first Russian
edition (1992) of his celebrated 1945 treatise The Open Society and its Enemies,
Popper referred to the successful example of Japan’s joining the European civil law
codification movement in the 1890s as a pattern for its legal framework for rapid
modernization. He urged Russia to emulate the Japanese example by rapidly
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adopting a civil code. Hayek published his Law, Legislation and Liberty in 1973, at
a time when development theory in the US seemed oblivious to law, and the lament
of this was widespread among American legal scholars. In the 1990s, new institu-
tional economics emerged with evidence that legally binding contracts (Coase
1988) and, more generally, a reliable legal framework for markets (North 1990)
can reduce economic transaction costs.

1.1.2 Spontaneous Transformation Assistance After the End
of the Cold War

Thus encouraged, the transformation assistance from Western donor countries
developed as a spontaneous reaction to the fall of the Berlin Wall. Civil law
countries such as France, Germany and Japan responded to demands from the
transforming countries of the former Eastern Bloc for assistance in their legal
reforms. They built upon their own part in the codification movement of the
nineteenth century as well as on experience of assistance to legal reforms in
developing countries after the Second World War. Most of the transforming
countries did indeed adopt civil codes and commercial codes. While following
basic patterns of the French, German or Japanese codes that seemed to have proven
their functional quality by the test of time, they endeavored to adapt them to the
cultural and economic context of their own societies. At the same time, common
law countries have been proactively offering advice on legal reforms in many of the
same transforming countries. The supply of US templates became particularly
influential in the area of economic legislation.

There was no significant degree of coordination in these aid efforts. If there was
competition between Western advisors on particular projects, it was not initially
perceived as an institutional competition between common law and civil law
systems, but rather between national bilateral aid programs, aid agencies, founda-
tions, individual consulting firms or even just eminent legal scholars. Only about
one decade later, did the issue of common law and civil law sources of advice
working at cross-purposes emerge as a problem of policy choice.

1.1.3 The Recent Debate on the Comparative Quality
of Common Law and Civil Law

To the surprise of aid agencies and legal communities of major civil law donor
countries, the yearly “Doing Business” Reports of the World Bank (DB) began to
imply sweeping challenges to civil law systems in the early 2000s and have
continued to do so ever since (World Bank-IFC 2013). This sudden shift of opinion
reflected the growing influence of a group of political scientists and economists
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commonly referred to as LLSV (after the initials of the family names La Porta,
Lopez-de-Silanes, Shleifer and Vishny) on the section of the World Bank staff in
charge of the DB. Based on an unconventional combination of sociology of
religion, legal history, political theory and econometrics, this group argued that
protestant common law countries were better governed and offered superior busi-
ness environments than civil law countries of French or German “legal origin”, with
Latin American countries summarily counted as members of the group of countries
of “French legal origin”, and China, Japan and the Republic of Korea as of “German
legal origin” (La Porta et al. 1997, 1998). In the following decade, this argument
was the subject of a large body of supporting and qualifying literature as well as of a
major restatement by the first three of the initial four authors in the Journal of
Economic Literature (La Porta et al. 2008). Since then it is usually referred to as
“Legal Origins Theory” (LOT).

Institutional competition between common law and civil law is legitimate and
desirable as long as it is open and unimpaired. Given the global institutional
influence of the World Bank-IFC, its adoption of LOT elevates this approach
from the status of an unconventional academic argument to that of a fundamental
political challenge to civil law donor countries as well as to their efforts to assist
transforming and developing countries. Transforming or developing countries
initiating or continuing reforms of their legal systems will hesitate to follow advice
inspired by civil law, since most of them depend either on financial support of the
World Bank or on private investment attentive to World Bank opinion. They will be
all the more hesitant as the reports of the World Bank are used as references in the
country analyses of the major rating agencies and, hence, have a powerful impact
on their international creditworthiness. Without a thorough examination of the
methodology of LOT and the DB of the World Bank, institutional competition
between common law and civil law appears impaired.

Reactions from civil law countries remained subdued, up to the present. The
French Ministry of Justice did initiate a program on “attractivité économique du
droit” headed by Bertrand du Marais, Conseiller d’Etat, which took issue with the
poor scores metropolitan France obtained in the rankings of the World Bank’s DB
and the country analyses of rating agencies (du Marais 2006; du Marais et al. 2007).
It addressed the general methodological issue of measuring the economic impact of
law and institutions (Ménard and du Marais 2006), but it did not raise the problems
of imperial transplantation of foreign legal systems to unreceptive colonies or of
assistance to today’s developing and transforming countries. Germany and Japan
remained active in the area of transformation assistance. But there was no organized
response to the fundamental challenge of LLSV and the World Bank. The
Zeitschrift fiir japanisches Recht/Journal of Japanese Law, which is edited at the
Max Planck Institut fiir ausldndisches und internationales Privatrecht in Hamburg
published an article on German and Japanese transformation assistance containing a
short academic critique of the LLSV methodology (Schmiegelow 2006).

Significantly, more ample critical analyses of the LLSV approach appeared in
common law countries. In a series of working papers, researchers at the Center for
Business Research at the University of Cambridge argued that LLSV econometrics
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contained biases masking dysfunctional conditions in US and UK corporate gov-
ernance while amplifying negative aspects of the business environment in civil law
countries (Ahlering and Deakin 2007; Armour et al. 2007). At the Brookings
Institution, Kenneth Dam identified weaknesses of LLSV such as their mistaken
treatment of Latin American countries as of “French legal origin”, insufficient
attention to contract law, as well as econometric anomalies. Moreover, he raised
the intriguing question of whether China’s extraordinary growth since espousing
the market economy did not cast doubts on the nexus between law and development
as assumed by Popper, Hayek, and new institutional economists as well as LLSV
(Dam 2006). On the other hand, China’s extraordinary growth rates of the 1990s
and 2000s cannot simply be projected into the future and the demand for law may
become more pressing as the Chinese economy enters a development path of more
balanced growth.

Finally, in a remarkable evaluation published in June 2008, the World Bank’s
Independent Evaluation Group (IEG) recognized a number of methodological
problems of the DB (World Bank-IEG 2008). More particularly, it questioned
their exclusive focus on the cost of regulations for individual firms without consid-
eration of their intended social benefits or development goals. It did notice that the
base of informants (70 % representatives of globally active private law firms, only
one or two of these for each indicator in each of the 178 countries) was far too small
to warrant impartial results. It found fault in the lack of transparency of the way in
which the World Bank-IFC DB staff processes the data obtained into country
rankings, and arrives at changes in rankings over time. The IEG recommends
different procedures for the selection of, and improved methodologies for research
on new indicators before their global publication by the World Bank. However, it
does not address the problem of the harm that may be caused by the continued
publication of the ten indicators used with a deficient methodology by the DB. On
the contrary, it commends World Bank-IFC for its assertive marketing of the
DB. The problem of distortion of institutional competition between common law
and civil law is therefore not resolved by the World Bank-IEG’s otherwise most
useful evaluation.

In an implicit departure from the “legal origins approach” of LLSV, the World
Bank-IEG (2008) conceded that a hypothetical civil law country combining the
highest scores of the highest-scoring civil law country on each of the ten indicators
would reach third place in the overall ranking. In her presentation at the workshop
“Institutional Competition between Common Law and Civil Law” at the Université
Catholique de Louvain on March 10, 2009 Victoria Elliott, the principal author of
World Bank-IEG evaluation, took particular issue with the Employing Workers
Indicator (EWI) of the DB, identifying inconsistencies between the EWI’s focus on
the cost of employing workers and its claim to observe ILO standards (Elliott 2009).
In a remarkable reversal, the World Bank Group published a note on April 27, 2009
stating that: “the EWI does not represent World Bank policy and should not be used
as a basis for policy advice or in any country program documents that outline or
evaluate the development strategy or assistance program for a recipient country”.
The note expressed a commitment to remove the EWI from the World Bank
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Group’s Country Policy and Institutional Assessment (CPIA) record, review EWI,
develop a new Worker Protection Indicator (WPI), and ask a new consultative
group to offer broader ideas on labor-market issues to promote regulations designed
to build robust jobs with adequate worker protection (World Bank IFC 2009).

These developments show that The World Bank Group, while maintaining the
DB as one of its “flagship publications” (World Bank IFC 2009), is open to
methodological critique. It is therefore worthwhile to extend such critique beyond
the EWI, review all other nine indicators used in the reports in the light of the
findings of World Bank IEG, develop new indicators helpful in orienting legal
reforms, and replace the distorting method of simply averaging indicators for
country rankings with indicators weighted according to their relevance for eco-
nomic and legal policies. Basic assumptions of LLSV’s political theory, religious
sociology, economic model and econometric approach, which transcend the meth-
odology of the DB, need to be thoroughly examined with the full cognitive
resources of each discipline either boldly implicated, or summarily disregarded,
by LOT.

1.2 Problems of Political Science, Sociology, Economics,
Law and History

The academic communities of the countries concerned should provide the material
for transparent institutional competition between common law and civil law. As
LOT and the DB take an interdisciplinary approach, so must any debate taking issue
with their conclusions or any policy at variance with their recommendations. As is
the case for all discussions on economic development, the debate needs the
involvement of political scientists, economists and sociologists as well as legal
scholars.

If “legal origins” are supposed to influence development, particular attention
must be paid to political theory, international relations theory, institutional eco-
nomics, the theory of economic development, econometrics, comparative law, the
sociology of law, legal history and, more particularly, the history of failed and
successful legal transplants. This is suggested by the different methodological
problems of the LOT and World Bank approaches on which critical analyses
published so far have focused, and more particularly on:

1. the inability of static cross country analysis such as LOT’s to capture the
economic effect of legal changes over time (Schmiegelow 2006; Armour
et al. 2007, Chaps. 2, 3, 5, 15, and 18)

2. the heavy price LOT must inevitably pay in terms of thoroughness of legal
analysis to obtain the econometric robustness derived from its samples of over
100 countries (Boucekkine et al. 2010; Schmiegelow 2013; Kawai and
Schmiegelow 2013, Chaps. 3, 5, 15, and 18)
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. the lack of detailed legal analysis of shareholder protection rules of substantive
corporate law in countries central to LOT’s assertion of common law superi-
ority for financial markets (Cools 2005; Braendle 2005)

. LOT’s and DB’s method of measuring comparative efficiencies of common
law and civil law judiciaries exclusively based on data of the duration of court
procedures obtained from international networks of law firms, which masks the
basic cost and time inefficiency of lawyer-dominated common law procedure
lamented by the most authoritative American scholars of comparative civil
procedure (Kaplan et al. 1958; Langbein 1985) and eminent authors of pro-
posals for reform of English civil procedure (Lord Woolf 1996; Lord Jackson
2009, Chap. 5)

. LOT’s association of common law procedure with the postulated ideal of
litigants having their dispute settled by their common neighbor (Djankov
et al. 2002) is seriously undermined by the abolition of the civil jury trial in
England and Wales in 1933 (UK Administration of Justice (miscellaneous
provisions) Act 1933) and by its “vanishing” (Galanter 2004, p. 459) over the
past 100 years in favor of lawyer-brokered settlements and other alternative
modes of dispute resolution in the US (Schmiegelow 2013, Chap. 5)

. a major inconsistency between the superiority, recognized by LLSV (La Porta
et al. 1999, 2008), of average long-term economic performance of countries
coded by LOT as of “German legal origin” since the 1960s as compared to
common law countries and the “political theory” (La Porta et al. 1999), none-
theless maintained by its authors, that the quality of government of common
law countries is superior (Schmiegelow 2006, Chaps. 3 and 5)

. significant misunderstandings of the history of Roman law, such as its overrid-
ing concern for the protection of private property (Zimmermann 1996; Robaye
1997), of common law, such as its debts to Roman law (Hayek 1973), and of
civil law, such as the economic liberalism of the French, German and Japanese
civil codes (Zimmermann 1996; Schmiegelow 2006; Ahlering and Deakin
2007, Chaps. 3, 5, and 18)

. a sociology of religion based on Robert Putnam’s thesis that protestants have
more trust in strangers than Catholics (Putnam 1993), but as obviously refut-
able as Max Weber’s protestant explanation of capitalism by the histories of
mediaeval bankers like the Medici, Fuggers and Welsers as well as contempo-
rary Japanese and Chinese capitalism (Schmiegelow and Schmiegelow 1989).
While trust of investors in the management of corporations may be a condition
of their decision to buy shares of that corporation and hence play a functional
role in economic performance (Roe 2006), the theory of bubbles and financial
crises shows how dysfunctional such trust may become, if it is based on
irrational expectations (Shiller 2000), or, as in the subprime crisis, expectations
considered rational by flawed models of financial engineering (Schmiegelow
and Schmiegelow 2009, Chaps. 4, 5, and 15)

. the insufficient attention to the institutional economics of contract law,
balancing the synallagmatic interests of contracting parties such as producers
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and consumers, owners and tenants, employers and workers, creditors and
debtors (Dam 2006; Schmiegelow 2006, Chaps. 3 and 6)

10. weaknesses in comparative law such as the coding of Latin American legal
systems as being of “French legal origin” (Dam 2006, Chap. 8)

11. failure to consider that international relations theory requires a distinction be
made between colonial transplants of law as in most developing countries of
the former British and French empires and the voluntary participation of
independent countries such as Switzerland, Japan and Thailand in the European
codification movement of the late nineteenth and early twentieth century
(Berkowitz et al. 2003; Schmiegelow 2006, Chaps. 2, 3, 5,7, 8, 9, 10, and 15)

12. the risk involved in large samples of countries with overwhelming majorities of
former colonies of unwittingly measuring the negative “transplant effect”
(Berkowitz et al. 2003) of imperial imposition of foreign legal systems to
unreceptive countries rather than the intrinsic qualities of English common
law or French civil law (Schmiegelow 2013, Chaps. 5, 7, 8, 9, 10, and 15).

1.3 The Importance of Refocusing on the Primary Sources
of Institutional Economics

To refocus the debate on the benefits of legal reforms in industrialized, emerging,
transforming and developing countries alike, a return to the original focus of
institutional economics appears necessary, i.e. the transaction cost reducing role
of reliable contracts and regulatory frameworks for free markets balancing the
interests of producers and consumers, owners and tenants, creditors and debtors,
employers and employees, shareholders, stakeholders and management of corpo-
rations. Common law and civil law traditions—whatever their differences in style
and jurisprudence—share a commitment to the rule of law as a universal good. Both
have been adapted in countless ways to the cultures and economic conditions of
individual societies including those of their countries of origin. The demand for law
in the “mother countries of legal origins” as well as in today’s emerging,
transforming and developing countries implies the expectation of such adaptability.
Provided they are responsive to that expectation, both common law and civil law
traditions can serve as reservoirs of functional solutions for legal reforms in any
type of country and in interaction with any cultural context.

1.3.1 The Need for a Reassessment of the Functional
Qualities of Modern Civil Law Systems

While comparative lawyers have used functional analysis as a method of compar-
ative law for a long time (Dannemann 2006), few of them would be inclined to take
the dazzling use of econometric regressions of a conspicuously limited selection of
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indicators as a measure of the functional quality of common law or civil law
seriously. Yet, there is growing awareness that the challenge of LLSV and the
World Bank-IFC needs to be met in the arena which they have chosen, i.e. a very
basic sociological functionalism, quantified by indicators easily measured by
econometric regressions and controlled by the logarithm of per capita GDP of the
countries compared.

The German and the Japanese civil codes and civil procedure codes offer
particularly interesting material for comparative functional analysis as they have
stood the test of time in more severe conditions than most transforming countries
today. They provided an immediately available institutional framework for the
economic revival of two countries more completely destroyed in the Second
World War than any other country in any previous war (Schmiegelow and
Schmiegelow 1989; Schmiegelow 2006). Prima facie, they appear better suited to
help “jump start” economic development in transforming and developing countries
than a strategy of waiting for a slow process of judge-made law emulating the
history of common law. The economic histories of divided countries such as
postwar China, Germany, the Republic of Korea or India and Burma/Myanmar as
successors of British India can serve as quasi “natural experiments” permitting the
measurement of the causal effect of institutions on economic development in a
much more reliable way than LOT’s static cross country analyses (Acemoglu
et al. 2005; Boucekkine et al. 2010; Docquier 2012, Chaps. 2, 3, and 5).

It is especially rewarding to compare the functional quality and minimal trans-
action cost of the default rules offered by contract law in civil codes to all citizens
who do not wish, or cannot afford, the legal advice necessary to draw up specific
provisions from voluminous compendia of precedents needing to be referred to in
order, at great cost, to make contracts safe against the risk of disputes before
common law courts (Boucekkine et al. 2010, Chap. 3). In this context, it is
significant that US scholars of contract theory have recently begun to focus on
the merits of relying on such default rules as a legislative technique in the US as
well (Barnett 1992).

The subprime crisis suggests the salience of mandatory general clauses in the
negotiating phase of concluding contracts. Civil codes contain general clauses on
“good faith” denying enforceability of contracts based on severe information
asymmetries, if enforcement would breach the trust of the uninformed party
(Farnsworth 1987; Nedzel 1997). Common law judges have traditionally refused
to accept such limits on the behavior of contracting parties (Farnsworth 2006).
Unwarranted trust of homebuyers in mortgage brokers ready to overextend credit to
clearly overburdened borrowers is now recognized in both common law and civil
law countries as one of the main causes of the crisis. This is also the case of
unwarranted trust of investors in the AAA rating of securities collateralized by such
mortgages (Schmiegelow and Schmiegelow 2009). Robert Shiller of Yale Univer-
sity has suggested that the institution of a civil law notary in the US might have
helped mitigate the information asymmetry between homebuyers and mortgage
brokers (Shiller 2008). The two editors of this book argue that general clauses of the
civil law type and their effective enforcement might have prevented massive
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foreclosures for homeowners and hence enormous transaction cost as well as
macro-economic cost (Schmiegelow and Schmiegelow 2009, Chap. 4).

Inversely, under the impact of the consumer protection movement in the US, the
private autonomy of contracting parties in the civil codes of France and Germany
was significantly reduced by EU legislation requiring member-states to revise their
civil codes so as to condition the validity of sales contracts in complex procedures
increasing the transaction costs of both producers and consumers (Boucart 2005;
Riesenhuber 2007).

High degrees of creditor protection and of contract enforcement in Germany and
Japan are already attested by LLSV themselves, one of the inconsistencies calling
into question the broad sweep of their conclusions. Creditor protection in German
and Japanese corporate law even turned out to be a step too far for the public good.
It ended up by being criticized as an impediment to the setting up of new businesses
and was, or is being, lowered in both countries (Bundesministerium der Justiz 2009;
Baum 2001).

Property rights and debt enforceability is one of the major concerns of both LOT
and DB. The “Registering Property Index” (RPI) is one of seven of the ten
indicators of ease of doing business where the top ranking countries are those
with the prima facie fewest requirements and lowest costs. But comparative econo-
metric studies of two major property conveyancing and titling systems have
revealed that apparently simple recording systems such as the American and French
ones, where it is sufficient to deposit the agreement to acquire a real estate property
at the County recording office, in the end is a much more costly and much less safe
method of property conveyance than a public registry such as in Australia, Den-
mark, Germany and Spain, when the ownership of the seller comes to be
questioned. For, while recording offices must accept all signed documents whatever
their legality and their collision with preexisting rights, public registration of a new
right requires a purge of all older preexisting contradictory rights (Arrunada and
Garoupa 2005; Arrunada 2011, 2012a, b). In most civil law countries with a public
registry system, the notary authenticating the property sale or mortgage is bound by
law to examine the legality of the contract and the absence of contradictory rights
before conveying it to the registry. In the American recording system, title exam-
iners are needed to examine all deeds dealing with the concerned parcel of land in
the past and to certify the legality of the document in question. This is lucrative for
title examiners, but the risk of legal uncertainty remains with their clients. In the
subprime crisis, millions of mortgages packaged in asset-backed securities required
title searches as subprime borrowers became unable to service their debt. Hernando
de Soto, the Peruvian scholar of the deficiencies of property law in developing
countries, has compared the US recording system to dysfunctional conditions in
Latin America (De Soto 2009). It turned out to be a major structural impediment to
rapid crisis resolution (Chap. 4). Evidently the RPI needs to refocus on the com-
parative advantage of public recording systems for any country like the US deter-
mined to rely on financial innovation for economic growth. Only a public recording
system makes securitization of mortgages and trade in such securities possible, as
any lender, any investor and any holder of mortgages and similar property assets
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can check the identity and contents of the asset involved in the public registry at any
time (Schmiegelow and Schmiegelow 2009). Significantly China’s new property
law has opted for a public registry system (Rehm and Hinrich 2009).

Shareholder protection against corporate insiders was initially another of the
major areas where LLSV assumed common law countries to be superior to civil law
countries. Prompted by studies detailing Belgian, French and German shareholder
rights functionally equivalent to common law anti-director rights (Cools 2005;
Braendle 2005), LLSV replaced the anti-director rights standard by indicators
such as securities laws governing new rights issues and corporate laws preventing
self-dealing transactions by insiders (La Porta et al. 2008).

Both the US and the UK recognized the need of reforming their take-over rules
in the 1960s. Since very different interest groups reflecting the different economic
structures of the two countries at the time (still preponderantly industrial in the US,
predominantly financial in the UK) supported the reform in the two cases, the
results are very different, enabling shareholders to delay and impede a takeover in
the US, while ruling out any attempt to frustrate it in the UK (Baum 2009). In
various combinations, France, Germany and Japan have adopted elements of one or
the other, or both. There is no longer any common law/civil law divide (Armour
et al. 2007). Moreover, control by the logarithm of per capita GDP does not confirm
superior quality of either the US or the UK solutions as compared to the corporate
law regimes of civil law countries as a group. In its latest restatement, LOT admits
that Germany’s and Japan’s average economic performance exceeded that of the
US and UK since the 1960s, i.e. since the corporate law reforms in the US and UK
(La Porta et al. 2008).

Germany’s and Japan’s superior average long-term economic performance must
be all the more intriguing from LOT’s point of view, since the financial sector of
these two countries has been marked by indirect financing of corporate investment
through banks rather than the direct financing from the capital market
(Schmiegelow and Schmiegelow 1989). Indirect finance has been regarded as
backward by generations of economists following in that respect Alexander
Gerschenkron’s theory of backwardness (Gerschenkron 1962) and it is not surpris-
ing that LOT took the capital market model prevalent in the US and the UK as an
axiomatic standard. More recent analysis of financial intermediation takes a more
balanced view, however, finding virtue in the banks’ traditional role of reducing
information asymmetries between providers and receivers of capital. They should
(ideally) also be safer in absorbing inter-temporal risk for household savings and in
monitoring management performance in “relationship banking” with small and
medium enterprises (Schmidt et al. 1998). “Old-style” financial intermediation by
commercial banks may have been more functional than the “innovative” securiti-
zation driven by US investment banks after all (Rajan 2005).

Whatever the judgment of history of these different financial systems may be in
the end, however, they can no longer be linked to “legal origin”. France has made
great strides in the process of disintermediation recommended by the IMF and the
World Bank as a global standard. Securitization both on the asset and the liability
side of French non-financial sectors indicates that France has been changing from a
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bank-based to a market-based financial system ever since the early 1980s (Schmidt
et al. 1998).

The worst regression results France and Germany got in the World Bank-IFC
DB (2008) are to be found for the indicator “Employing Workers” (EWI), with
ranks 144 and 137 respectively of 178 countries. Their statistical impact on the
un-weighted average of the ten indicators of the report largely accounts for the
modest ranks 31 for France and 20 for Germany, whereas common law countries
offering freedom of hiring and firing hold the first four ranks. The evaluation of
World Bank-IFC “Doing Business” by World Bank-IEG (2008) mentioned above
singled out EWI (since removed) as the most important common negative factor in
the ranking of European civil law countries, even if Scandinavian countries were
categorized as civil law countries. But labor regulations are not part of the civil code
in either country. They result from particular social legislation reflecting policies of
distributive justice and/or Keynesian notions of automatic demand stabilizers in
mature economies. Except for remnants of life-time employment and seniority
wages, Japan’s labor market is much less rigid, even though Japan is coded by
LOT as a civil law country of German legal origin. This suggests that the labor
market may be a telling category for LOT political theory and for current World
Bank IFC economic analysis, but certainly not for wider categories of institutional
competition between common law and civil law, such as the United Nations Human
Development Index (Deakin et al. 2013, Chap. 6).

Evidently, the number of indicators for comparing the quality of “legal origins”
needs to be increased. Moreover, the particular value of each indicator is lost, if all
indicators are simply averaged in the country rankings of the World Bank reports.
They need to be weighted to provide meaningful answers to every single policy
question transforming and developing countries must contend with in their search
for functional solutions in their legal reforms.

The level and distribution of the cost of litigation as well as of fees for legal
advice are not only important for measuring the ease of access to law as an
important condition of the rule of law. They also constitute an important part of
transaction costs in terms of institutional economics. This is a crucial issue for
research in institutional competition between different “legal origins” to provide
advice to transforming and developing countries. In view of salient differences
between the UK and the US, as well as between Latin countries, Germany and
Japan, as concerns rules on court costs and lawyer’s fees, here again, the simple
dichotomy between common law and civil law will not be helpful (Schmiegelow
2013, Chap. 5).
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1.3.2 Recognizing the Convergence of Common Law
and Civil Law

The institutional competition between common law and civil law could lead to
more focused policy choices in transforming and developing countries, if the
comparison of their functional qualities could identify what they have in common
in addition to what makes them different (Zweigert and Kotz 1998; Dannemann
2006).

Indeed the most important feature in the relation between civil law and common
law is the expanding role of legislated law in common law countries and the
growing importance of judge-made law in civil law countries. In modern societies
such as the US, the UK, France, Germany and Japan (to name only some of the most
important donor countries of transformation and development assistance), there is
intense interaction between legislative and judicial powers. Court rulings fill gaps in
legislation or even correct dysfunctional legislation in civil law countries.
Inversely, statutes in common law countries bind judges more strictly than civil
law codes which provide judges with ample opportunity to become “sources of
law” thanks to numerous “general clauses” (Dannemann 2006; Schmiegelow 2006;
Schmiegelow and Schmiegelow 2013). Research on these functional interactions
between two of the three components of Montesquieu’s division of powers, as well
as advice based on such research will be particularly helpful for transforming and
developing countries in the process of reforming their legal system. As Boucekkine
et al. (2010) have shown, such institutional convergence is suggestively reflected in
the converging evolution of GDP pc of the developed civil law and common law
countries just mentioned (Chaps. 3 and 18).

1.3.3 Measuring Transaction Costs, Comparing
Macro-Economic Performance and Locational
Quality Indicators with Improved Methodology

Econometric and macro-economic analysis will need to be applied to measure
transaction costs and compare macro-economic performance of common law
countries and civil law countries over the time horizons of the 200 years of the
French code civil and the 100 years of the German BGB and Japanese civil code
(Chap. 3). In the cases of more recent reforms, such as US and UK revisions of
corporate law in the 1960s, as well as German and Japanese reforms, which have
adopted different elements of US or UK patterns, the time horizons will need to be
adjusted accordingly.

Periodically recurring financial crises emanating from insufficiently supervised
capital and real estate markets in the US and the UK need to be analyzed as
thoroughly as rigidities in the labor markets of civil law countries from the point
of view of institutional economics, without masking these patterns by un-weighted
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averages that do not explain economic performance. More particularly, the
subprime crisis challenges contract law, property law and enforcement law as
well as accounting rules of both common law and civil law to compete institution-
ally for the most efficient and rapid crisis solution (Schmiegelow and Schmiegelow
2009, Chap. 4).

The more narrowly defined legal areas of institutional competition requiring
particular attention in terms of transaction costs and functional roles for economic
performance are:

e Corporate laws

« Financial regulation

» Contract law

e Labor market regulations

» Real estate law

¢ Rules of civil procedure

* The laws governing legal professions

¢ Court costs, lawyers’ fees and other legal transaction costs
» Density of judicial structures and alternative dispute resolution
» The role of rating agencies and debtor information

« Foreign trade and foreign capital control regimes

Increasingly, the indicators defined by Sen (1999) and the United Nations
Human Development Index will also be recognized by private firms and investors
as part of a functional business environment. These include

¢ Public infrastructure

e Educational levels

e Social security

« Standards of workers protection (Deakin et al. 2013, Chap. 6)

» Health care

¢ Environmental protection

e Access to justice both in the broad sense of meeting the standards just men-
tioned, and in the sense of access to the judiciary where they can be raised as
legal needs (Blankenburg 2012; Hammergren 2012; Nakajima 2012;
Schmiegelow 2013, Chaps. 5, 7-12, and 14).

Although these indicators are not the immediate subject of common law or civil
law, they are relevant in terms of economic location theory, wherein some of the
particularly striking deficiencies of civil law countries from LOT perspective turn
out to be comparative advantages. In terms of the Human Development Index
published by the UNDP, the two civil law countries, Japan and France with ranks
8 and 10 respectively, score higher than the United States (rank 12) and the United
Kingdom (rank 16). By extending the analysis to include some of these indicators,
this book hopes to contribute to a more balanced design of future World Bank-IFC
DBs, which will stimulate rather than impair institutional competition between
common law and civil law in developing and transforming countries.
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1.4 Analyzing Failed and Successful “Transplants”
of Legal Systems

As Berkowitz et al. (2003) have rightly argued, “legal origin” alone is not a
sufficient indicator of the quality of a government. As a rule, the colonial method
of transplanting a legal system was no sure way to successful economic develop-
ment. In the nineteenth century, the entire common law was codified to speed its
diffusion in the British Empire, more particularly in India. And yet, India’s present
Prime Minister Manmohan Singh, one of the few professional economists among
the heads of government of the world, presented a severe reckoning of India’s past
development failures in his address at the occasion of the 50th anniversary of
India’s independence in 2007. In 2006, the World Bank ranked India, the biggest
common law country, 173rd out of 175 countries for contract enforcement, casting
serious doubt on the consistency of broad-brush assumptions on the superiority of
common law in comparison with civil law.

The paradigm of success in the history of legal transplants, if “transplant” is at
all the right word, is Japan’s using, after much internal debate, elements of the
French and the German civil law for its own civil and commercial codes in the
1890s. In fact, the legislative process leading to the adoption of these codes is
highly instructive for today’s legal reforms in developing and transforming coun-
tries. It involved the initial drafting of the entire civil and commercial codes
prepared by the French legal scholar Emile Gustave Boissonade de Fontarabie
and the rejection of those drafts by a group of Japanese scholars favoring English
jurisprudence. It included an 8-year period of reflection used for discussions among
Japanese scholars and lawmakers. It took a new direction with the return of
numerous Japanese scholars and students from legal studies in Germany, where
they had followed the intense debate about various drafts of the German civil code,
which was to enter into force only in 1900. It ended by the adoption of Japan’s own
civil and commercial codes in 1897 reflecting majority preferences of Japan’s legal
community among various functional options in each section of the codes
(Schmiegelow 2006; Boucekkine et al. 2010; Kawai and Schmiegelow 2013). In
today’s development policy discourse, the autonomous quality of that process
would be called “ownership”.

China has evidently been following a similar pattern in its dialogue with Western
partners on the rule of law since the early 1990s. In designing such laws as those on
patent protection, contracts and, most recently, even real estate transactions, it
maintains a high degree of “ownership” in taking the initiative of organizing and
directing the institutional competition between common law and civil law countries
(Chap. 13). The discussions are protracted and detailed. LOT political theory or
civil law legal dogmatism does not seem to go very far in these discussions.
Functional analysis is appreciated. Decisions are taken with strategic pragmatism
(Schmiegelow and Schmiegelow 1989), ready for adjustment in subsequent phases
of market development and legal reform. Today, the degree of enforcement of
China’s new laws is still uncertain (Dam 2006). But, then, there is a chance for
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continued institutional competition between functional solutions of common law or
civil law origin. As the Chinese economy and its political process evolve, demand
for law grows, as evidenced by calls for the development of a legal commentary
culture (Chap. 13). Japan’s history of legalization and modernization will be
instructive in this connection (Hirowatari 2000). Mutatis mutandis, similar situa-
tions prevail in Vietnam, Laos and Cambodia (Matsuo 2012, Chap. 9).

In countries of Eastern Europe, Russia, the Caucasian Region, and Central Asia
an initial surge of enthusiasm for legal transformation assistance on the part of
advisors from common law countries, especially the US, gave way to laments about
delays and failures of legal reforms as well as their undermining by corruption
(Black et al. 2000). Berkowitz et al. (2003) concluded that the idea of legal trans-
plants should be abandoned as such.

The failure in the majority of cases of colonial transplants and of the American
supply-push of “templates” for legal transformation in Russia and Eastern Europe
in the 1990s suggests that a new method needs to be found for using common law or
civil law as sources of advice for legal reforms anywhere in the world. The evidence
suggests that the “transplant” method should be replaced by what we would call the
“discourse method” in which donor countries engage in international legal cooper-
ation with developing and transforming countries while the latter maintain the
ownership of their own legal reforms (Stockmayer 2009, 2012, Chap. 17).

Developing countries deserve no less commitment than transforming countries.
This may mean that colonial transplants become the object of reform (Chaps. 7-9
and 14-16). US advice is engaged in legal reforms in Latin American countries of
the Spanish civil law tradition (Hammergren 2012, Chaps. 8, 14). So are some
German political foundations. Japan has assisted Cambodia and Vietnam in drafting
a new civil code replacing the colonial transplant from France, and is currently
doing the same for Laos (Matsuo 2012, Chap. 9). Even in such cases, open
institutional competition between common law and civil law sources may produce
functional results.

The analysis of legal reforms in developing and transforming countries must
extend to economic utility, social concerns and the cultural context (Knieper 2004).
China’s own recent efforts to complement its dynamic economic development by a
full-fledged system of social security on the continental European model are one
case demonstrating this legal need. Mongolia’s debate, on whether or not to allow a
land law to undermine the traditional nomadic land use by parcellisation and
liberalization of land sales, is another (Batsukh 2012).

While the functional qualities of common law and civil law may be discussed
between Western donor countries themselves, the economic, social and cultural
dimensions of legal reforms in developing and transforming countries require the
essential analytical contribution of scholars and policy-makers of the reforming
countries concerned. Some countries may join forces in efforts at legal integration
in overlapping patterns of functional integration of their region (Bakandeja wa
Mpungu 2012, Chap. 16). Others may use the catalytic effect of financial crises to
push their domestic agenda of legal reforms (Kawai and Schmiegelow 2013,
Chap. 15). But all contributors to the Louvain project “Institutional Competition
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between Common law and Civil law” share the conviction that legal reforms cannot
rely on wholesale imports of foreign templates but must be the result of a domestic
process of interaction of efforts to attain policy goals, readiness to adapt to social
and economic change, attention to cultural patterns and commitment to implement
the reforms by effective organizational and societal integration (Schmiegelow
2010).
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Part I1

Testing the Economic Impact of Common
Law and Civil Law in Today’s Developed
Countries



Chapter 2
Identifying the Effect of Institutions
on Economic Growth

Frédéric Docquier

2.1 Introduction

An undeniably stylized fact of the last century is that, with a few exceptions, the
poorest countries of the world did not catch up with industrialized nations in any
meaningful way. Although a considerable amount of research has been devoted to
the understanding of development disparities across countries, economists have not
yet found out how to make poor countries rich. Still, in comparative growth studies,
many renowned economists have seen the quality of institutions as a major expla-
nation of cross-country inequality. Standard growth theories have shown that
development depends on the accumulation of human capital, physical capital, and
access to modern technologies. Accumulation of these factors is likely to be
affected by institutional characteristics such as the organization and functioning
of the productive sector, the distribution of political and civil rights, the quality of
the legal system, government effectiveness, etc. However identifying a causal
effect of institutions on development, quantifying its size, and understanding the
technology of transmission of institutional quality to growth are challenging issues.
This paper reviews the major insights of the literature, adds a few caveats, and
provides a few suggestions for further research.

Let me first clarify how the concept of “institutions” has been defined in the
literature. Following North (1990), “Institutions are the rules of the game in a
society or, more formally, are the humanly devised constraints that shape human
interaction”. Acemoglu et al. (2005) dismantled the engine and defined institutions
as a combination of three interrelated concepts:

» Economic institutions—They include factors governing the structure of incen-
tives in society (i.e. incentives of economic actors to invest, accumulate factors,
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make transactions, etc.) and the distribution of resources. For example, the
structure of property rights, entry barriers, set of contract types for business
offered in contract law, or redistributive tax-transfer schemes, are affecting
economic performance and growth.

e Political power—Economic institutions are themselves the outcome of collec-
tive choices of the society. A society is made of different groups with conflicting
interests. The relative political power of these groups governs their capacity to
decide the administration of resources and implement policies. The distribution
of political power determines the design and the quality of economic institutions.
It results from de facto political power (i.e. political power emerging from
economic outcomes) and de jure political power.

e Political institutions—They include institutions allocating de jure political
power across groups. They are linked to the characteristics of the government
and the design of the constitution. This raises numerous questions, which include
among others: Who elects the empowered? How power distribution is struc-
tured? Where decision-making power is held?

The interactions between these three notions govern institutions, growth and
development, but also the reverse causal effects of the economy on institutions. As
emphasized by Acemoglu et al. (2005), political institutions and the distribution of
political power in society are determined by the distribution of resources. They
govern the design of economic institutions, which in turn determine the level of
development and the dynamics of the distribution of resources. For example, in a
very unequal society, prejudiced groups can engage in activities (exit, protest,
revolt, military coup) that will change political and economic institutions. Hence,
when assessing the impact of institutions on growth, a first difficulty is to disen-
tangle the causal and reverse causal relationships between these two variables. A
second problem is that many unobserved variables could simultaneously affect
institutions and growth, leading to spurious correlations. A third major issue stems
from the fact that the system exhibits persistence: political institutions are durable
and changes in institutions translate into economic performance with a certain lag.

In the remainder of this chapter, I first explain how the three components of
institutions described above have been measured in the literature (Sect. 2.2). I then
illustrate the strong correlation that exists between institutional and economic
development (Sect. 2.3). Finally, I review the literature on the causal impact of
institutions on growth and discuss its limits (Sect. 2.4).

2.2 Measurements of Institutional Quality

Several databases have been developed to characterize the quality of institutions. I
list below the main databases used to describe political power, and political and
economic institutions.
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On political institutions, the Polity project records the authority characteristics
of many states in the world. The latest version, Polity IV, covers all major,
independent states in the global system (i.e., states with total population of
500,000 or more in the most recent year; currently 164 countries) over the period
1800-2010. The Polity IV data set provides an index of democracy. This index
combines two eleven-point scales (0—10) of democracy and autocracy. The democ-
racy index is a variable aggregating three characteristics of institutions: first is the
presence of institutions and procedures through which citizens can express effective
preferences about alternative policies and leaders; second is the existence of
institutionalized constraints on the exercise of power by the executive; third is the
guarantee of civil liberties to all citizens in their daily lives and in acts of political
participation. The autocracy index is derived from codings of the competitiveness
of political participation, the regulation of participation, the openness and compet-
itiveness of executive recruitment, and constraints on the chief executive. Other
country-specific variables are provided in the Polity IV database, such as the
occurrence of coups d’état (1946-2011), major episodes of political violence
(1946-2008), size of forcibly displaced populations (1964-2008), a fragility
index (1995-2011), etc. It is worth noticing that Beck et al. (2001) built another
database covering 177 countries over 21 years (1975-1995). The latter database
includes 108 variables describing elections, electoral rules, types of political sys-
tem, party composition of the government coalition and opposition, and the extent
of military influence on government.

Political power partly results from the political institutions described above (de
jure), and from the distribution of resources across groups (de facto). Examples of
groups of influence affecting political decisions and economic institutions are:
religious groups, ethnic groups, military forces, workers’ and firms’ unions, dias-
pora members abroad, etc. Various databases can be used to document the size of
these groups and the distribution of de facto political power. For example, Alesina
et al. (2003) have collected data on the relative size of linguistic, ethnic and
religious groups; they used them to construct an index of fractionalization for
215 countries and territories for the period of the late nineties. Docquier
et al. (2009) have estimates of the size of the emigrant diaspora by country of
destination, by education level and by gender for 195 countries in 1990 and 2000.

Many data sources can be used to document economic institutions. The main
databases are the following:

e Transparency International produces measures of perceived corruption. Cor-
ruption is defined as the abuse of entrusted power for private gain. The CPI
(Perceived Corruption Index) measures the perceived level of public sector
corruption in many countries. The CPI is a composite index reflecting the
views of observers from around the world, including experts living and working
in the countries and territories evaluated. The recent 2012 CPI provides data for
176 countries. The first wave was issued in 1995 but for a limited number of
countries (41).
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The Governance matters project started with the work of Kaufmann
et al. (1999). The most recent methodology is described in Kaufmann
et al. (2009). The database reports six broad dimensions of governance for
over 200 countries over the period 1996-2011. The six dimensions will be
defined in the next section. The database also relies on experts’ views. The six
aggregate indexes are reported in standard normal units, ranging from approx-
imately —2.5 to 2.5.

The Doing Business database provides measures of business regulations and
their enforcement from 2003 to the present. Each economy is ranked according
to ten sets of indexes: starting a business, employing workers, registering
property, getting credit, protecting investors, paying taxes, trading across bor-
ders, enforcing contracts, resolving insolvency. A composite index of “Ease of
Doing Business” has been constructed and used to rank countries.

The PRS group has produced country ratings for three types of risk (political,
economic and financial risks) from 1984 to the present. Their International
Country Risk Guide (ICRG) database now monitors 140 countries; fewer obser-
vations were available for the 1980s. A composite index of country risk com-
bines the three components above. Compared to the previous databases, one
advantage of ICRG is that longitudinal data are available on a longer horizon of
about 30 years for many countries.

Freedom house, a non-governmental organization, has produced comparative
data on the level of democracy and freedom in all countries and dependent
territories from 1972 to the present. The survey measures freedom according to
two broad categories: political rights and civil liberties. The results of the survey
are presented in a dataset that contains three main variables: an index of the level
of political rights, an index of civil liberties, and the Freedom House Index
(FHI), which is the average of the other two indices. The 2011 version includes
204 countries; fewer observations were available for earlier years.

The Heritage Foundation has produced data on Economic Freedom around the
World since 1995. Detailed information is provided for 185 countries on prop-
erty rights, freedom from corruption, fiscal freedom, government spending,
business freedom, labor freedom, monetary freedom, trade freedom, investment
freedom and financial freedom.

Andrei Shleifer has developed a cross-country database on Legal origins. It
distinguished countries adhering to common law and legal systems based on the
civil law (French, German, Scandinavian and Socialist legal origins).

Sachs and Warner (1995) have developed data on Openness to trade. They judge
a country to have a closed trade policy when it has at least one of the following
characteristics: nontariff barriers covering 40 % or more of trade, average tariff
rates of 40 % or more, a black market exchange rate that is depreciated by 20 %
or more relative to the official exchange rate, a socialist economic system, a state
monopoly on major exports. They document the year of openness for a large
number of developed and developing economies.
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2.3 Correlation with Economic Development

Measures of economic institutions are highly correlated. To illustrate this, let me
focus on the six indices of governance provided in the Governance Matters
database described in Kaufmann et al. (2009). They capture various dimensions
of institutional quality:

» Voice and accountability captures perceptions of the extent to which a country’s
citizens are able to participate in selecting their government, as well as freedom
of expression, freedom of association, and a free media.

e Political stability and absence of violence measures perceptions of the likelihood
that the government will be destabilized or overthrown by unconstitutional or
violent means, including politically motivated violence and terrorism.

* Government effectiveness captures perceptions of the quality of public services,
the quality of the civil service and the degree of its independence from political
pressures, the quality of policy formulation and implementation, and the cred-
ibility of the government’s commitment to such policies.

e Regulatory quality captures perceptions of the ability of the government to
formulate and implement sound policies and regulations that permit and promote
private sector development.

* Rule of law captures perceptions of the extent to which agents have confidence in
and abide by the rules of society, and in particular the quality of contract
enforcement, property rights, the police, and the courts, as well as the likelihood
of crime and violence.

e Control of corruption captures perceptions of the extent to which public power is
exercised for private gain, including both petty and grand forms of corruption, as
well as the “capture” of the state by elites and private interests.

First, as shown in Table 2.1, these various dimensions of governance exhibit
correlation rates ranging from 0.60 to 0.95, with a mean equal to 0.85. For this
reason, it is very difficult to identify the dimensions that induce the largest growth
potential. Second, the correlation rates between the level of development
(as measured by the log of GDP per capita) and these six indexes of governance
are also very great. Figure 2.1 shows that the semi-elasticity of GDP per capita to
the quality of governance varies between 0.78 and 1.06, with R-squared ranging
from 0.36 to 0.65. The largest correlation rates are identified for Government
Effectiveness and the Rule of Law.

Comparing the dynamics of institutional quality and development reveals a
different picture. In Figs. 2.1 and 2.2, the growth rate of each variable is represented
on the vertical axis and its initial level is represented on the horizontal axis. A
convergence phenomenon is at work if, on average, the growth rate is a decreasing
function of the initial level of the variable. In that case, countries with initially low
levels of institutional quality or development tended to improve at a faster pace than
countries with initially high levels. It appears that institutional quality has con-
verged across countries in the recent past and over a longer horizon: both CPI index
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Table 2.1 Correlation between governance indexes

Voice Stab GEff Reg RoL Corr

Voice and accountability (Voice) 1.00 0.70 0.78 0.77 0.83 0.79
Political stability (Stab) 0.70 1.00 0.69 0.60 0.77 0.75
Government effectiveness (GEff) 0.78 0.69 1.00 0.93 0.95 0.93
Regulatory quality (Reg) 0.77 0.60 0.93 1.00 0.90 0.85
Rule of Law (RoL) 0.83 0.77 0.95 0.90 1.00 0.95
Control of corruption (Corr) 0.79 0.75 0.93 0.85 0.95 1.00

Own calculations based on “Governance Matters VIII”” database, Kaufmann et al. (2009)

(over the last decade) and the ICRG index of socio-economic conditions (over the
last three decades) exhibit convergence. On the contrary, there is no sign of
convergence in GDP per capita over the recent past or over a longer period.
Hence, the dynamics of institutions differs from that of economic development.
The correlation between the growth rate of GDP per capita and the growth rate of
the ICRG index is lower than 0.3. This confirms that relationships between insti-
tutions and growth or development might be complex, and possibly involves long
lags.

2.4 Identifying Causation

The identification of bivariate correlations between institutions and growth can be
improved if one allows economic growth to be affected by other determinants or
control variables. More sophisticated relationships between variables can be quan-
tified using the powerful tools of econometrics. An empirical model assessing the
link between institutions and development could be written as following:

InY;; = a—+ p x Inst; + Z yk x Control;* + e,
k

where In Y}, is the log of GDP per capita in country i at period t, Inst;, is a set of
measures of institutional quality, Control;* is a vector of k other explanatory
variables, ¢;, is the error term, and (a, S, yk) is a vector of parameters to be
estimated. Variants of this model can be used (e.g. variants with a delayed influence
of institutions or, in the spirit of Fig. 2.2, a “beta-convergence” model that explains
the growth rate of GDP per capita on the left-hand side, In Y;,/Y, _ {, using the same
explanatory variables and the lagged level of GDP on the right-hand side).

A positive coefficient for § reflects a positive association between institutions
and development. However association does not mean causation. Identifying a
causation link is difficult for several reasons:
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Fig. 2.1 Correlation between governance and GDP per capita (year 2011).

Own calculations. Legend: In y = log of GDP per capita, measured in PPP value (Source: World
Development Indicators), Inst = governance index (Source: “Governance matters VIII” database,
Kaufmann et al. 2009). (a) Voice and accountability, (b) political stability, (¢) government
effectiveness, (d) regulatory qualitye), (e) rule of law, (f) control of corruption

« First, correlation between Inst; and In Y;, can be driven by the existence of
unobserved variables Z;, affecting both institution quality and development. In
that case, variables are spuriously correlated but causally unrelated.

¢ Second, correlation can be driven by a reverse causality relationship, i.e. In Y;,
affecting Inst;,. For example, Dawson (2003) has explored the causality rela-
tionship between political/economic freedom and growth.
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Fig. 2.2 Cross-country convergence in institutions and development.

Own calculations. Legend: The growth rate of the variable is represented on the vertical axis and
its initial level is represented on the horizontal axis. CPI is taken from Transparency International
(83 observations), Socio-economic conditions are obtained from the ICRG database (123 observa-
tions), log of GDP per capita is measured in PPP value and obtained from the World Development
Indicators (174 observations). (a) Corruption perception index 1998-2011, (b) socio-economic
conditions 1985-2006, (c) GDP per capita 1998-2011, (d) GDP per capita 1980-2011

» Third, identifying a relationship might be difficult if variables are subject to

serious mismeasurement problems.

¢ Fourth, data on institutions and development are available for a limited set of
countries and periods. This may induce problems of small sample size and

selection (more missing observations for some groups of countries).

« Fifth, the reduced-form specification used in the regression might not reflect the
actual technology of transmission of the influence of institutions on develop-
ment, either because the functional form is not appropriate (Is the effect linear,
convex/concave, monotonic?) or because several components of institutions
must interact. In such a case, the regression suffers from a misspecification bias.

In general, solutions have been proposed to solve these problems. To capture
unobserved heterogeneity, adding a large number of controls can partly solve the
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problem but generates problems of collinearity between variables. If data on
controls are not available or imprecise, it is common to use country and time
fixed effects, i.e. imposing that unobserved characteristics can be captured with a
constant for each country and a constant for each period: Z;; = z; + z;. The draw-
back is that an unobserved shock that is specific to one country and one period
(e.g. election of a good or bad political leader) cannot be accounted for.

Reverse causality issues can be addressed by using Instrumental Variables
(IV) regressions. The principle is to find one or several instrument(s), i.e. one or
several variable(s) that do not belong to the set of controls (an instrument has no
direct effect on the dependent; here, economic growth) and are correlated with the
endogenous explanatory variables (here, institutional quality). The IV method
consists in running a first-stage regression of the endogenous explanatory variable
on the instrument(s); this first-stage purges the explanatory variable from reverse
causality. Then, in the second-stage, the dependent can be regressed on the
predicted or instrumented level of the explanatory variable. The IV method also
corrects for mismeasurement problems and unobserved heterogeneity.

These solutions are difficult to implement in the case of institutions and growth.
Finding an instrument predictive of institutions without directly impacting eco-
nomic growth is a very complex task. In addition, the impossibility to account for
time and country-specific shocks affecting growth and institutions (e.g. election,
revolution, political reforms) is also a major problem. Finally, the absence of
longitudinal data on institutional quality for a large number of countries and for a
long period is another source of concern. Several studies have tried to address these
issues. I review below some of the major contributions and then discuss their
drawbacks.

2.4.1 |Insights from the Current Literature

The most influential studies in the literature on institutions and growth address the
reverse causality issue by relying on instrumental variable regressions. Based on the
fact that institutions are strongly persistent, the quality of institutions is
instrumented in the first stage using variables reflecting the settlement decisions
of colonizers and imperial powers between the sixteenth and the nineteenth century.

Hall and Jones (1999) have studied the causes of cross-country variation in
output per worker. They found that the differences in capital accumulation, pro-
ductivity, and therefore output per worker are driven by differences in institutions
and government policies, referred to as social infrastructure. To quantify the impact
of institutions (as measured by an average of five indexes taken from the ICRG
database, and by Sachs—Warner’s index of openness to trade), they accounted for
feedback effects from output per worker to social infrastructure. They instrumented
social infrastructure with geographical and linguistic characteristics of an economy:
distance from equator and the extent to which languages of Western Europe are
spoken as a mother tongue. They viewed these characteristics as “measures of the
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extent to which an economy is influenced by Western Europe, the first region of the
world to implement broadly a social infrastructure favorable to production”. They
concluded that the country with the best institutions has between 25 and 38 times
higher output per worker than the country with the worst institutions. Differences in
social infrastructure rather than differences in factor endowments therefore account
for most of the observed cross-country variations in output per worker.

Acemoglu et al. (2005) refined the Hall and Jones’ study and related the quality
of institutions in developing countries to the type of colonial experience. They
distinguished two types of European colony. Colonized countries with a temperate
climate (e.g. North America, Australia, etc.) were suitable for agriculture and
settlement. Colonial powers put in place institutions of settlement, which are very
similar to those in their home countries. In contrast, countries with adverse climatic
conditions and rampant diseases were seen mainly as sources of rent. Colonial
powers put in place institutions of extraction, which were designed to facilitate
extraction of resources and their transfer to the imperial power. The latter give
much less importance to property rights, political and economic freedom. After the
end of the colonial era, these institutions proved to be persistent: colonial powers
were replaced by homegrown dictators who continued to use the extractive insti-
tutions for their personal benefit. Hence, in their IV regressions, Acemoglu
et al. (2005) used data on mortality of European settlers, soldiers and missionaries
to predict the quality of institutions in developing countries. In the first stage, they
found a strong negative correlation between Europeans’ mortality and quality of
institutions. When using institutions instrumented by the mortality figures to
explain differences in per-capita incomes across countries, they found that institu-
tions account for up to three quarters of the variation in incomes across countries.

Another strand of literature, summarized by La Porta et al. (2008), goes under
the name of Legal Origins Theory (LOT). This literature finds significant evidence
that different socio-economic outcomes can be traced back to fundamental differ-
ences in legal traditions, the crucial divide involving the opposition between
common law and civil law (with the former proving more conducive to economic
success). It picks up the thread of older comparative law theories, by considering
English, French, German, Scandinavian and Socialist “legal origins” as determi-
nants of distinctively different levels of quality of government and economic
performance. More precisely, it begins with the important question of why the
stock markets of London and New York were so much larger and dynamic in the
1990s than those of Paris and Frankfurt. The key proposition is to link the level of
financial development to the existence and strength of legal rules providing investor
protection (La Porta et al. 1997, 1998). From this starting point, the proponents of
LOT have made several seminal empirical contributions to the interdisciplinary
research on comparative development:

« First, they argue that the quality of the legal rules can be measured and quantified
for an important group of countries, using national commercial laws as a proxy
for the strength of investor protection.
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» Second, they posit that the legal rules protecting investors vary along legal
traditions, with common law systems being more protective of outside investors
than civil law systems.

e Third, in line with their initial proposition, they show empirically, in a cross-
section of countries, that the level of legal investor protection is indeed a strong
predictor of financial and economic development. In order to avoid the objection
of reverse causality (i.e. countries improve their laws as their financial markets
develop), “legal origin” is used as an instrument for legal rules in a two-stage
regression procedure, where the second stage explains financial development.
Their key argument is that legal traditions were introduced through conquest and
colonization, and were hence largely exogenous to the current level of financial
development.

Further studies have examined the influence of legal traditions on some other
spheres of economic activity. Civil law is systematically associated with a greater
influence of government ownership and regulation than common law, which is
empirically identified as leading to undesirable market outcomes, such as greater
corruption, larger unofficial economy and higher unemployment levels (La Porta
et al. 2002; Djankov et al. 2002; Botero et al. 2004; also La Porta et al. 2008 for a
comprehensive review). To summarize, LOT’s most influential thesis is that com-
mon law favors the trust of uninformed capital owners among professional insiders
acting as agents in the best interest of their principals, as opposed to the case for
civil law (common law countries are perceived as more protective of private
property than civil law countries). This claim is justified on religious, sociological
and political grounds.

2.4.2 Discussion and Caveats

The goal of Hall and Jones (1999) and Acemoglu et al. (2005) was to quantify the
causal impact of institutions on growth. The choice of instrumental variables is
always a matter of concern. Instruments are assumed not to have a direct effect on
the dependent variable. They use geographical characteristics, eighteenth century
mortality rates, and linguistic characteristics. Are they good instruments?
Although debated in the literature, the theories developed by Ashraf and Galor
(2013) and Diamond (1997) see geographical locations and disease as the main
determinants of economic performance before the industrial revolution. In the
Ashraf-Galor’s theory, the channel of transmission is the level of genetic diversity
in the population (which varies with distance from Africa), whereas Jared Dia-
mond’s theory emphasizes the role of biodiversity (which mainly varies with
latitude). Other studies have shown that geographical characteristics impact dis-
eases and productivity, although the native populations have developed (partial)
immunity to tropical diseases. Acemoglu et al. (2005) argue that mortality of
Europeans is a valid instrument and not a proxy for climate and geography because
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tropical countries were often among the richest countries prior to colonization
(e.g. the Moghul Empire in India, Aztecs in Mexico and Incas in Peru). As far as
linguistic characteristics are concerned, they might affect human and physical
capital accumulation through emigration rates or information/transaction costs
between countries. For example, Docquier et al. (2009) have shown that brain
drain rates are larger in English speaking countries, and that many countries are
losing more than 50 % of their “brains”.

Ultimately economic factors in the colonial era impacted colonizers’ decisions
and are likely to be very persistent. To illustrate this, I use Maddison’s data on GDP
per capita in the years 1820 and 2000. The level in 1820 is used as a proxy for the
level of development before the colonial expansion. As shown in Fig. 2.3,
regressing the log of GDP in 2000 on the log of GDP in 1820 shows that the
development level in the eighteenth century is an excellent predictor of the current
development level in both industrialized countries (data available for 20 industrial-
ized countries are represented in grey) and developing countries (data available for
42 developing countries are represented in black). This is confirmed by econometric
studies. Bockstette et al. (2002) showed that population growth (a good proxy for
economic development during the Malthusian epoch, and institutional quality in
antiquity) are excellent predictors of income per capita and economic growth in the
recent decades. From this, it might be argued that the type of institution
implemented by imperial powers was statistically linked to unobserved factors
affecting long-term economic performance. The quantitative assessment of the
development impact of institutions must be taken with caution.

The LOT approach argues that fundamental differences in legal traditions
explain cross-country differences in development. The “legal origin” variable is
used in the first-stage as a predictor of key determinants of financial development.
While fully recognizing the merits and the methodological rigor of the LOT
approach, I also believe that the effect is less clear due to misspecification and
mismeasurement problems:

e The simple divide based on legal origin—although meaningful—neglects con-
ceptual aspects such as the difference between law and regulations, and does not
take into account the cost of “access to justice”. Any growth-enhancing legal
system will prove to be useless if people cannot access justice. In other words,
legal origin may matter, but only if the rules are actually enforced. This is in line
with Acemoglu et al. (2005) who see the decision to implement institutions of
settlement or institutions of extraction as endogenous.

» The legal origin variable hides important differences cutting across the common
law/civil law divide (Schmiegelow 2009), the most striking being US reliance on
legislated regulation of financial markets (associated by LOT with civil law legal
process) as against the English tradition of judge-made law (Dam 2006). Also
there are problems in coding countries clearly as common law or civil law. For
example, LOT codes most Latin American countries as part of French legal
origin, although they have become hybrid legal systems as a consequence of
far-reaching English and American influence (Dam 2006). Although Thailand
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and the Philippines have mixed legal origin systems (Kawai and Schmiegelow
2013 and Chap. 15), the Philippines is classified as a civil law country and
Thailand is classified as a common law country.

e LOT’s empirical contribution is essentially based on a static cross-country
analysis, which cannot fully exploit the effects of legal changes inside given
countries.

These limitations may also explain why existing studies generally fail to find a clear,
reduced-form effect of legal origins on aggregate growth (La Porta et al. 2008, p. 302).
To illustrate this, regressing the current log of GDP per capita to its level in 1820 and
with two dummy variables for civil law and common law, I obtain a non significant
effect for the legal origin variable at the 10 % level (a star indicates a significant effect
at the 1 % level):

lnY,',zoo() =-7.0" + 2.4*11’1Y,',1320 + 0.10Com — 0.02Civ (103 ObS)
lan,QO[)O =-7.0" + 2.4*lnY,-,1320 + 0.30Com + 0.30Civ (75 ObS)

These results hold true for the sample of 103 rich and poor countries (first
equation), or for the sample of 75 developing countries (second equation). Again,
quantitative predictions of the influence of legal systems must be taken with
caution.

2.5 Conclusion

What are the recommendations for future research? Institutional inertia is strong,
any institutional changes in quality and any effects on development are likely to
operate slowly. Instead of comparing a large number of countries on a cross-country
basis, it might be interesting to focus on a smaller sample of countries and collect
long-term data on institutional and economic changes. For example, to overcome
the “static” limitations of existing LOT studies, Balas et al. (2009) built an index of
procedural formalism for every year since 1950, for a sample of 40 countries. They
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found evidence that national legal systems are not converging. However, they did
not relate the degree of procedural formalism to economic outcomes. A historical
analysis was also conducted by Boucekkine et al. (2010), and Chap. 3 of this book.
We selected countries that have experienced institutional changes at different
periods. Then we tested for discontinuities in their growth trajectories related to
institutional changes. Our sample includes eight countries, which can be seen as
mother countries of legal origins, financial centers or newly industrialized econo-
mies (France, Germany, Japan, South Korea, Switzerland, Taiwan, the UK and the
US) over a very long period (1870-2008). As far as institutions are concerned, we
focus on how default rules are legally treated and codified for ten economically
important contract types. The economic impact of default rules on economic
growth was detectable by econometric panel analysis and proved to be strong.
Although we controlled for time/country fixed effects and imposed a lag structure in
the spirit of Granger (current GDP growth is affected by lagged codified rules), our
analysis is admittedly subject to an endogeneity issue: there might be unobserved
time-varying characteristics affecting default rule codification and growth simulta-
neously. However, our results dismantle and temper the LOT theory by illustrating
the role of contract theory in economic institutions. Obviously, extending this
analysis to developing countries having received their laws as colonial transplants
would require accounting for the way codified default rules are implemented and
enforced. Part II of this volume begins addressing this task with chapters on access
to justice in selected developing countries.

Are there alternative and better methods to capture causation? Randomized
controlled trials (RCT) are increasingly used in economics to identify causal
relationship and compare the effectiveness of alternative policies. In line with
clinical experimentation, the principle is to randomly select subjects from a popu-
lation and submit them to a treatment; other subjects will not be treated (control
group). If the treatment and control groups were randomly selected ex-ante, their
post-treatment difference can be attributed to a causal impact of the treatment. In
these studies, the randomization stage is important. And RCT are usually conducted
on small groups; this raises the issue of their external validity.

It is obviously too costly and too difficult to conduct RCT at the level of a
country, or in several countries. For this reason, economists have been increasingly
searching for natural experiments, i.e. comparing the dynamics of two groups,
which were initially similar and experienced different natural unexpected shock.
In this case, the assignment occurs naturally, without the researcher’s intervention.
For example, Acemoglu et al. (2005) see the separation between Communist North
Korea and private-market South Korea in 1945 as a natural experiment (the 38th
parallel experiment). Both countries were fairly identical in economic characteris-
tics and performance before 1945. Today, South Korea is more than ten times richer
than North Korea. They see the ex-post difference in their economic trajectories as
resulting from the impact of institutions. Boucekkine et al. (2010) and Chap. 3 refer
to the systematic difference between how centralized planned economies such as
North Korea or the former GDR and market economies such as South Korea and
West Germany before 1989 coped with the problem of offering complete
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contingent solutions for any unforeseen future state of affairs. The former needed to
elaborate a new plan or new single centralized command; the latter could rely on the
principle of private autonomy of market participants for concluding contracts, with
contract law default rules easing business by reducing transaction costs, rebalancing
information asymmetries and solving the problem of incomplete contracts in a
decentralized manner. However, we recognize that, in the Korean case, it is difficult
to disentangle the part concerning the development gap, which is attributed to
economic institutions and legal differences, from that due to the political support
and assistance North Korea received from China and the Soviet Union, and South
Korea from advanced democracies. Searching for other quasi-natural experiments
might be useful to understand the causal effect of institutions on growth.

References

Acemoglu D, Johnson S, Robinson JA (2005) Institutions as a fundamental cause of long-run
growth. In: Aghion P, Durlauf SN (eds) Handbook of economic growth, vol 1A. Elsevier,
Amsterdam, pp 385472 (Chapter 6)

Alesina A, Devleeschauwer A, Easterly W, Kurlat S, Wacziarg R (2003) Fractionalization. J Econ
Growth 8:155-194

Ashraf Q, Galor O (2013) The ‘Out of Africa’ hypothesis, human genetic diversity, and compar-
ative economic development. Am Econ Rev 103(1):1-46

Balas A, La Porta R, Lopez-de-Silanes F, Shleifer A (2009) The divergence of legal procedures.
Am Econ J Econ Policy 1(2):138-162

Beck T, Clarke G, Groff A, Keefer P, Walsh P (2001) New tools in comparative political economy.
World Bank Econ Rev 15(1):165-176

Bockstette V, Chanda A, Putterman L (2002) States and markets: the advantage of an early start. J
Econ Growth 7(4):347-369

Botero JC, Djankov S, La Porta R, Lopez-de-Silanes F, Shleifer A (2004) The regulation of labor.
Q J Econ 119(4):1339-1382

Boucekkine R, Docquier F, Ngendakuriyo F, Schmiegelow H, Schmiegelow M (2010) Contract
rules in codes and statutes: easing business across the cleavages of legal origins theory.
CRIDES, IRES, CECRI Joint Working Paper N°03/10, Université catholique de Louvain
(an extended version of which is published in Chap. 3 of this book)

Dam K (2006) Legal institutions, legal origins and governance. John Ohlin Law & Economics
Working Paper No. 303, University of Chicago, Law School

Dawson JW (2003) Causality in the freedom—growth relationship. Eur J Polit Econ 19(3):479-495

Diamond J (1997) Guns, germs and steel: the fates of human societies. W.W. Norton & Co, New
York

Djankov S, La Porta R, Lopez-de-Silanes F, Shleifer A (2002) The regulation of entry. Q J Econ
117(1):1-37

Docquier F, Lowell LB, Marfouk A (2009) A gendered assessment of highly skilled emigration.
Popul Dev Rev 35(2):297-322

Hall RE, Jones CI (1999) Why do some countries produce so much more output per worker than
others? Q J Econ 114(1):83-116

Kaufmann D, Kraay A, Zoido P (1999) Governance matters. World Bank Policy Research
Working Paper No. 2196

Kaufmann D, Kraay A, Mastruzzi M (2009) Governance matters VIII: aggregate and individual
governance indicators, 1996-2008. World Bank Policy Research Working Paper No. 4978


http://dx.doi.org/10.1007/978-3-642-54660-0_3

40 F. Docquier

Kawai M, Schmiegelow H (2013) Financial crisis as a catalyst of legal reforms: the case of Asia.
Working Paper 446, ADB Institute, Tokyo

La Porta R, Lopez-de-Silanes F, Shleifer A, Vishny RW (1997) Legal determinants of external
finance. J Finance 52(3):1131-1150

La Porta R, Lopez-de-Silanes F, Shleifer A, Vishny RW (1998) Law and finance. J Political Econ
106(6):1113-1151

La Porta R, Lopez-de-Silanes F, Shleifer A, Vishny RW (2002) Investor protection and corporate
valuation. J Finance 57(3):1147-1170

La Porta R, Lopez-de-Silanes F, Shleifer A (2008) The economic consequences of legal origins. J
Econ Lit 46(2):285-323

Maddison A (2007) Contours of the world economy 1-2030 AD: essays in macro-economic
history. Oxford University Press, Oxford

North DC (1990) Institutions, institutional change, and economic performance. Cambridge Uni-
versity Press, New York

Sachs JD, Warner AM (1995) Economic reform and the process of global integration. Brookings
Papers Econ Act 1:1-118

Schmiegelow M (2009) Methodological issues in economic, political and sociological compari-
sons of common law and civil law. CRIDES, IRES, CECRI Joint Working Paper N°09/01,
Université catholique de Louvain (an extended version of which is published in Chap. 1 of this
book)

Supplement of information available at: http://www.doingbusiness.org/; http://www.economics.
harvard.edu/faculty/shleifer/dataset;  http://www.prsgroup.com/Default.aspx;  http://www.
systemicpeace.org/polity/polity4.htm; http://www.transparency.org/research/cpi/


http://dx.doi.org/10.1007/978-3-642-54660-0_1
http://www.doingbusiness.org/
http://www.economics.harvard.edu/faculty/shleifer/dataset
http://www.economics.harvard.edu/faculty/shleifer/dataset
http://www.prsgroup.com/Default.aspx
http://www.systemicpeace.org/polity/polity4.htm
http://www.systemicpeace.org/polity/polity4.htm
http://www.transparency.org/research/cpi/

Chapter 3

Contract Rules in Codes and Statutes:
Easing Business Across the Cleavages
of Legal Origins

Raouf Boucekkine, Frédéric Docquier, Fabien Ngendakuriyo,
Henrik Schmiegelow, and Michéle Schmiegelow

3.1 Introduction

Legal origins theory (LOT) is intellectually related to Andrei Shleifer’s and Robert
Vishny’s influential 1997 paper refuting the efficient market paradigm in finance
(Shleifer and Vishny 1997). Their research in behavioral finance led them to the
conclusion that markets do not automatically eliminate price distortions thanks to
an assumed presence of countless arbitrageurs. They found that only a limited
number of professional insiders with access to ample and patient capital are able
to prevail against masses of inefficient “noise traders” by contrarian strategies over
extended periods of time. Hence, LOT focuses quite naturally on behavioral
patterns and legal rules encouraging the provision of capital to financial markets
(La Porta et al. 1997, 1998). LOT’s most influential thesis is that common law
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encourages uninformed capital owners to trust professional insiders acting as agents
in the best interest of their principals.

The question is whether it can assume as boldly as it does, that common law is
economically superior to civil law (La Porta et al. 1999, 2008). Initially, the
assumption was based on both religious sociology and political theory: Robert
Putnam’s research on Catholic distrust of strangers, which LOT assumed to be
manifest in civil law, and LOT’s own political theory that civil law, since Roman
times, has been the expression of the will of the ruler (La Porta et al. 1999). The
weakness of the sociological argument was immediately evident in the cases of the
civil law of the Protestant Netherlands, the common law of Catholic Ireland and the
status of the bi-confessional civil law country Switzerland as a financial center.
Hence the argument is no longer maintained in LOT’s major restatement of 2008
(La Porta et al. 2008). The restatement maintains, however, its political theory of
civil law, failing to recognize that the interpretation of Roman law as a product of
imperial rule was already rejected by Friedrich von Hayek in 1973, a great admirer
of the common law frequently cited by LOT as an authority (Mahoney 2000; La
Porta et al. 2008). Hayek emphasized that classical Roman law has deeply
influenced all Western law including English common law and that the Justinian
code was a digest of Roman jurisprudence beginning in the Roman republic in a
legal process very similar to the later English common law (von Hayek 1973, at §3).

And yet, there is unmistakable merit in LOT’s major effort to attempt an
econometric measure of the importance of law in economics. If the efficient market
paradigm does not capture real economic development, as argued by Shleifer and
Vishny, something else must account for it and as the institutional economics of
both the older German “ordoliberal” tradition (Bohm 1966; Streit 1992) and of the
newer Coasian (Coase 1988) and Northian (North 1990) departures agree, the law
plays a crucial role as a framework allowing free markets to function. Whereas LOT
has particular strengths in law and finance, it is much less concerned with contract
law, the bedrock of day-to-day economic transactions. Although it does consider
strong rules of contract enforcement as an important indicator of the comparative
quality of legal origins, it does not seem to be interested in how the law can ease the
conclusion of enforceable contracts. Except for relationship-specific contracts in
corporate law, LOT appears to bypass contract theory. In classical contract theory, a
complete contract fully specifies the rights and duties of the parties to the contract
for all possible future states of the world. Indeed, this notion reflects the classic
common law requirement of complete consent between the contracting parties
about every right and obligation that may become the object of litigation. However,
since Williamson (1975) recognized that it is either impossible or inefficient in
terms of transaction costs to write complete contingent contracts, economists and
legal scholars have sought solutions for both the countless case-by-case contracts
prevailing in daily business life as well as for the relationship-specific contracts
consolidated in corporate law (Grossman and Hart 1986; or Hart and Moore 1988,
in the economic literature, and Barnett 1992; Farnsworth 2008, in the law
literature).
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While economists have analyzed the transaction cost and incentive effects of the
problem, American legal scholars have focused on how default rules provided by
the law fill the gaps of incomplete contracts (Barnett 1992; Farnsworth 2008). Legal
theory distinguishes between discretionary and mandatory rules. Discretionary
rules can be abrogated or modified by the contracting parties. Mandatory rules
will be enforced, even if the parties attempt to override or modify them. Codified
default rules are either discretionary or mandatory. Most default rules of econo-
mically important contract types codified in civil law countries are discretionary,
since all civil codes in the Roman tradition rely on the principle of “private
autonomy” (Zimmermann 1990). But all contract types of the major civil codes
are also subject to some mandatory rules, the most important of which is the general
clause of “good faith”. Some codified contract types rely entirely or preponderantly
on mandatory rules. This is the case of German and Swiss Versicherungsver-
tragsgesetze (Insurance Contract Laws) of 1908, the Chinese Insurance Law of
1929, in force in Taiwan since 1950, and the French Loi sur le contrat d’assurance
(Insurance Contract Law) of 1930 (Reichert-Facilides 1998).

Civil and commercial codes of civil law countries provide default rules for most
of the economically important types of contracts (sales, lease, employment, ser-
vices, construction, insurance, loans, guarantee, etc.). In common law countries,
codified default rules are an exception, the most important being the codifying
statutes for the sale of goods and services (the UK Sales of Goods Act and Art 2 of
the US Uniform Commercial Codes (UCC) as well as Art 4 UCC for bank loans and
Art 2A UCC for leases). Common law judges normally recognize only the clear text
of the contract. Moreover, they demand proof of complete consent on any right or
obligation claimed by any party in subsequent litigation. If the text of contract is
unclear or incomplete in the sense of contract theory, rights and obligations of the
parties will be correspondingly incomplete. As a rule, the contract is judged invalid
for lack of clarity. Only rarely have common law judges attempted to save an
incomplete contract from uncertainty by looking for rules “implied in the law”,
which might serve as “implied terms” of the contract (see Farnsworth 2008).

We submit that this marked difference of contract law between the two legal
families implies a major qualification of LOT’s assumption that the common law is
economically superior to civil law. Even if we concede that common law provides a
superior environment to financial markets by favoring a more ample flow of capital
to professional insiders bound by fiduciary duties, civil law may score well by
offering a safe and easy framework for the conclusion of enforceable contracts in
the real economy. The provision of default rules for all economically important
types of contract by civil codes as a public good offers two crucial economic
advantages in addition to solving the problem of incomplete contracts. The first is
that codified default rules are publicly accessible to everyone and thereby avoid the
information asymmetries regularly resulting in common law countries from one
contracting party writing a multi-page contract striving for “completeness” with the
other party resigned to accept it. The second is that, as a public good, codified
default rules spare contracting parties the transaction cost of attempting to write
contracts as complete as possible even in routine cases. This may have been a
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necessary, if certainly not a sufficient (Schmiegelow 2006), condition for civil law
countries of German legal origin outperforming, by LOT’s own admission, com-
mon law countries between 1960 and 2000 (Mahoney 2000; La Porta et al. 2008,
p- 26).

In this chapter, we aim to detect the impact of defaults rules on doing business,
and hence on economic performance. To this end, we take three steps:

 First, we extend the array of indicators of economic analysis of law to ten of the
economically most important contract types, including purchasing equipment,
hiring employees or taking a bank loan (see next section for the exhaustive list).
As just these three types of contracts suggest, our indicators cover the most
crucial aspects of economic decision-making, including capital accumulation,
employment and bank finance of business.

« Second, we consider eight countries with landmark codifications of contract law.
At the same time, these countries are paradigm countries as mother countries of
legal origins according to LOT, financial centers or newly industrialized econo-
mies (France, Germany, Japan, South Korea, Switzerland, Taiwan, the United
Kingdom and the United States). We inquire which of these countries have been
providing default rules for the selected contract types, since when, and with what
economic effect.

« Third, we attempt to attain a compensating degree of robustness for our much
smaller sample of countries by using a longer time series, beginning with the
movement toward contract law codification in the nineteenth century, a more
focused reliance on contract theory, comparative law, legal and economic
history, as well as more advanced econometric methods, than LOT.

3.1.1 Recalling the Importance of Contract Law Codification
in Economic Development

Commercial contracts are the most basic and most pervasive transactions in market
economies. There is no business transaction without a contract. Contract law is
therefore the central and crucial legal framework for free markets. Both English
common law and civil law provided such a framework for autonomous economic
agents long before democracy was established, if democracy is understood
according to Samuel Huntington’s criteria of active voting rights for more than
50 % of the male population. This standard was not reached before 1828 in the US,
1871 in Germany, 1875 in France, 1884 in England and 1925 in Japan (Huntington
1992; Schmiegelow 1997, with detailed references). Franz Bohm, the German
ordoliberal, spoke of the existence of a “Privatrechtsgesellschaft” (a society
governed by private law) preceding the French revolution, most notably the con-
tract rules of Roman law (Bohm 1966). In Europe’s mediaeval legal order, they
functioned as a subsystem in all areas not governed by feudal and corporative
prerogatives, The major institutional change of the national codifications of the
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nineteenth century was to remove feudal and corporative restrictions on economic
transactions definitively and to make a universal principle of the private autonomy
to conclude contracts governed by private law. As we shall explain, this institu-
tional change has been extraordinarily stable through war and peace, business
cycles, and forms of government. The Code Napoléon and the Code Commercial
outlived six political régimes (Napoléon’s empire, restoration of the monarchy,
Seconde République, Second Empire, Troisieme and Quatrieme Républiques). The
Allgemeines Deutsches Handelsgesetzbuch (ADHGB), the Common Commercial
Code of the German Federation of 1861, was a code common to otherwise inde-
pendent states in a fractured German speaking landscape in central Europe and its
essential components still live on in Austria’s commercial code today. In Germany,
the Biirgerliches Gesetzbuch (Civil Code of 1896) and the Handelsgesetzbuch
(Commercial Code) of 1897 survived the Second German Reich of 1871, the
Weimar Republic, the Third Reich, and the West German Federal Republic before
being extended again to East Germany following Germany’s reunification in 1990.
Hence, there is no risk of endogeneity bias in measuring the economic effects of the
codification of contract law as may exist in the case of laws and regulations issued
by legislators or governments in the pursuit of short term policy goals (Bertrand
et al. 2004).

3.1.2 Focusing on Paradigm Countries with Landmark
Codifications of Contract Law

To exclude the “transplant effect” resulting from the imposition of culturally
foreign laws by colonial rule (Berkowitz et al. 2003), our sample of countries
does not include the former British, French, Portuguese and Spanish colonies,
which form the bulk of the 152 countries, on which number LOT’s robustness
tests rely. In order to avoid the “bias of the missing variable” and isolate more
cleanly than LOT the comparative economic effect of common law and civil law,
we have consciously chosen countries with remarkably similar and converging
industrial development over the past 140 years. Except for the leadership of the
US in information technology since the 1990s, which we recognize separately, all
countries of our sample, whether leaders, followers or leapfrogging developers,
share the major cycles of technological innovation. Except for the US, all the
countries of our sample are resource-poor, which removes the problematic variable
of resource endowment from our sample. One missing variable we do recognize is
access to justice. The best laws will have limited economic effect, if the cost and
time required for obtaining judicial relief is prohibitive for too many market
participants. Hence, access to justice is a further area of research for the authors
of this chapter. We assume that in most of the developing and transforming
countries, access to justice is still a massive problem, which is one more reason,
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in addition to the transplant effect, to exclude them from the arguments of this
chapter, but to examine it in the next Part II of this book.

3.1.3 Attaining Robustness for Small Sample Through
a Long Time Series

We believe that much more valuable policy recommendations can be derived from
the analysis of a limited number of paradigm cases with an advanced and solid
methodology than from a survey of all countries in the world with numerous
caveats obscuring the merit of big samples. We identify the economic impact of
the default rules provided by codified contract types as seen in per capita GDP
growth. We use econometric analysis combining the most advanced tools in panel
data analysis and counterfactual simulation as well as more standard techniques. In
contrast to the few recent decades of the cross country analysis adopted for LOT
validation, we consider prolonged periods selected for their relevance in codifica-
tion history as well as for the availability of data widely recognized as reliable
(1870-2008).

We assume that for econometric comparisons between common law and codified
law to be more convincing than LOT’s, they will, in principle, have to run
regressions of chosen indicators by per capita income or growth data covering the
entire period in which codes or codifying statutes of relevant countries have been in
force. This will enable us to capture the impact of the entry into force of the most
relevant leading modern civil codes, commercial codes or codifying statutes of the
nineteenth and twentieth century in Europe, Asia and the US. We have found no
easily accessible data for the period between 1804, the entry into force of the Code
Napoléon in France, and 1870. But, beginning in 1870, our data will pick up the
effect of the Code Napoléon and the Code Commercial of 1807 in the last decade of
the Second Empire (1852—-1870) as well as of the Common Commercial Code of the
German Federation of 1861 (ADHGB).

After the required robustness checks, we find that the presence of default rules in
the contract types selected do favor economic performance. The short-run effect of
codifying one additional contract type with default rules on GDP is slightly lower
than 0.38 %. The long-run effect on the GDP level is 13.3 %. Codifying ten contract
types with default rules, which constitutes a huge institutional change, multiplies
GDP per capita by almost three in the long run with a short-run effect of 3.8 %.
Given the fundamental importance of commercial contracts and hence of contract
law in free markets discussed above in Sect. 3.1.1, the magnitude of this effect
should not come as a surprise. Because civil law codes offer such rules more
systematically than codifying statutes in common law countries, there should be
evidence of economic performance of at least some of the civil law countries of our
sample converging with, if not superior to, common law countries for at least some
periods of our long time series. And indeed, we find that the per capita GDP of not



3 Contract Rules in Codes and Statutes: Easing Business Across the Cleavages. . . 47

only Germany and Japan, as already conceded by LOT, but also of France, on
whose “legal origin” and state-centered political economy much of LOT rests,
began exceeding that of the UK between the mid 1960s and the mid 1980s although
they did not enjoy the advantages of a major financial center. We note that
Switzerland with its financial center already outperformed the UK in the two
decades before World War II and in all six decades thereafter, as well as
outperforming the US between the mid 1950s and the mid 1980s. After their own
independent adoption of civil codes in the 1950s, South Korea and Taiwan both
emerged on a distinctive path of convergence as “newly industrialized economies”.
The one remaining Asian economy of socialist legal origin, North Korea, provides
telling data for a counterfactual simulation of what the South Korean and Taiwan-
ese GDP levels would have been without codified default rules in contract law.
Hence the conclusion appears warranted that LOT’s claim on the superiority of
common law requires qualification.

Details of the list of contracts and short reviews of their codification as well as of
the legal and economic histories of the countries selected for the study are presented
in Sect. 3.2. Section 3.3 displays the main elements of our econometric set-up and
presents the principal findings. Section 3.4 concludes our argument on conver-
gences and differences between common law and civil law in the field on contract
rules.

3.2 Codified Contract Rules in the Legal and Economic
Histories of Selected Countries

3.2.1 Selection of Contract Types Important for Business

We posit that the most relevant contract types economically are the following ten:

. Renting office space

. Contracting for the construction of a building
. Purchasing equipment

. Insuring equipment

. Hiring employees

. Taking up a bank loan

Subcontracting work

. Contracting with a Commercial Agent

. Obtaining advice from a Consultant

. Guaranteeing an undertaking by a Subsidiary

—_

The list captures the most basic aspects of doing business. While primarily
designed to qualify LOT, it may also help improve the methodology of the yearly
“Doing Business” Reports of the World Bank (DB), which began in 2000 (World
Bank-IFC 2000, and most recently 2013), but were found methodologically
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defective by the World Bank Group’s own Independent Evaluation Group in 2008
(World Bank-IEG 2008; Elliott 2009). Compared to the DB, which among all
economically important contract types only considers hiring workers as a relevant
concern for business and, hence, offers an “employing workers indicator” (EWI),
we submit nine additional indicators. Moreover, while DB considers labor contract
rules exclusively as a cost, we shall take the opposite approach of considering the
presence of default rules in labor law as in all other nine-contract types as a business
environment, which saves transaction costs.

3.2.2 Selection of the Sample of Countries

One of the most obvious weaknesses of LOT is its summary attribution of French
legal origins to the vast majority of former colonies, even former Spanish and
Portuguese colonies, with below average per capita income in Africa, Asia and
Latin America (see La Porta et al. 2008). Its list of Commonwealth countries is only
about half as long, which results in a much more favorable mean for the English
legal origin. Obviously, with no former colonies, the German legal origin comes out
on top even in LOT’s own regressions. (South Korea and Taiwan were Japanese
colonies until the end of World War II, but adopted their own civil codes indepen-
dently after gaining their independence.) The attribution of nearly all of Latin
America to the French legal origin is already questionable from a comparative
law point of view (Dam 2006). Moreover, while appearing to support LOT’s
political theory of a state-oriented French legal system by decreasing the average
results of the French legal origin, the attribution comes at the price of a major
inconsistency of LOT in the case of the short list of the German legal origin.
Although in LOT’s view (La Porta et al. 1999), the latter shares the dysfunctional
political economy of the French legal system, it benefits from LOT’s inexorable
mean to the extent of outperforming common law countries, thanks to the simple
absence of former colonies on its list (Schmiegelow 2006). Berkowitz et al. (2003)
have offered what remains, so far, the most cogent explanation of this inconsis-
tency: LOT misses the “transplant effect” of the imposition of culturally foreign
laws by colonial rule resulting, in general, in lower economic performance.

We have therefore resolved to restrict our comparison to the following paradigm
categories of countries:

1. Countries considered by LOT as mother countries of the English, French and
German “legal origin” (UK-England, France, Germany).

2. The US, as it is closely associated with England by LOT as a quasi mother
country of common law, although it does have a written constitution and is much
closer in many respects to civil law countries given the high and growing number
of codifying statutes (Dam 20006).

3. Japan—which is considered by LOT to be of German legal origin, but is in fact
the paradigm case of a non-Western country participating autonomously in the
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nineteenth century codification movement—became the “legal origin” of the
civil code of its former Korean colony as well as the country of inspiration of
South Korea’s autonomously adopted code of 1958 and hence must join the list
of mother countries of legal origin.

4. High growth countries having voluntarily and autonomously chosen to adopt
civil codes in the 1950s as purposefully designed amalgams of domestic legal
traditions and borrowed Western patterns (South Korea, Taiwan).

5. Switzerland as a civil law country with a balanced economic structure having in
addition developed as a major financial center, a status considered by LOT to be
reserved for countries of English legal origin as a result of the superior quality of
common law.

With this selection, we capture the profiles of the largest economy of the world
(US), the two countries that have been the second and third largest economies after
the US between 1960 and 2008 (Germany and Japan), two so-called “Asian Tigers”
which have been attracting the attention of economic analysts as “Newly Industri-
alized Countries” anticipating over a period of four decades the pattern of China’s
recent extraordinary growth (South Korea and Taiwan, see World Bank 1993; Fu
2010) and the one major continental European financial center which, according to
Roe (2006), owes its status to the fact that it is the only European civil law country
never to have suffered a foreign occupation with the collateral effect of destroying
the confidence of domestic investors (Switzerland). With Germany, South Korea
and Taiwan, our sample includes three instructive cases of countries divided by the
Cold War, with the civil law “Western half” spectacularly outperforming the
“Eastern” half of “socialist legal origin”.

The two countries that remain divided as a legacy of the cold war, China and
Korea, offer particularly inviting “test cases” for measuring the economic advan-
tages not only of a free market economy as opposed to a planned economy, but also
of contract law with default rules easing business by reducing transaction costs,
rebalancing information asymmetries and solving the problem of incomplete con-
tracts. Just like private contracts in free markets with no legal institutions, no
socialist planning can offer complete contingent solutions for any possible future
state of affairs. In both cases, remedies can only be sought “ex post”, once the
problem of incomplete contracts has arisen: in hypothetical free market anarchies
through new contracts or by enforcement with private force, and in still empirically
observable planned economies by the elaboration of a new plan and the issuance of
single new ruling party decrees. Like all legislation in countries governed by the
rule of law, codified default rules offer the crucial advantage of solving the problem
of incomplete contracts “ex ante” at all times and for all market participants alike,
before the latter even decides to conclude a contract or to set up a new business.

To illustrate the impact of codified default rules on economic performance, we
will include a counterfactual simulation of South Korean and Taiwanese GDP
levels without default rules. The data of the “Eastern”—geographically North-
ern—half of one of the two divided Asian countries provides a useful pattern for
such a simulation. We have chosen North Korea since the People’s Republic of
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Korea, established by Kim Il Sung in 1948, is the only East Asian country
categorized by LOT as of socialist legal origin, while Mainland China is recognized
as a country in the process of legal transformation towards a market economy
(La Porta et al. 2008).

Except for this robustness check on North Korea, we have chosen to omit LOT’s
“socialist legal origin”, as most former socialist countries are now transforming
countries. Since their legal transformation began only in the 1990s (except for
China’s earlier Economic Contract Law of 1981), we consider the time period of
their new contract laws and their economic development as too short a time series to
pass robustness tests. To further sharpen our arguments on the common law/civil
law divide assumed by LOT, we have also left out the “Scandinavian legal origin”
which LOT characterizes as a “hybrid” legal system.

It might seem tempting to include other civil law countries which have inde-
pendently joined the late nineteenth century/early twentieth century codification
movement such as Austro-Hungary (1811), The Ottoman Empire (1850), Russia
followed by the Soviet Union (1923) and China (1911/1929-1933). But all four
were empires, which lost their civil law unity to nationalist separatism, shifts from
one legal origin to another or to socialist revolution. In these processes, seven
former Austro-Hungarian entities (Hungary, today’s Czech Republic, Slovakia,
Slovenia, Croatia, and parts of today’s Poland), 20 formerly Ottoman entities
(including Moldavia, Romania, Bosnia, Serbia, Montenegro, Albania, Macedonia,
Bulgaria, and Armenia) and 16 former Soviet-Russian entities (Russia, Estonia,
Latvia, Lithuania, parts of today’s Poland, Ukraine, Moldavia, today’s Central
Asian and South Caucasian countries) became independent. Meanwhile China
was de facto divided into Mainland China and Taiwan.

The seven former Austro-Hungarian countries retained their Austrian code of
1811 between the two world wars, and became part of the socialist legal origin after
World War II and are now transforming countries, which preclude their inclusion in
our sample. Some of the 20 former Ottoman entities retained the Ottoman code of
1850, which was a blending of elements of the code Napoléon and Islamic tradi-
tions, while Kemalist Turkey joined the German legal origin with a new civil code
in 1926 (Tuncay 2007). All European entities of the Ottoman Empire moved to
socialist legal origin in the postwar period and are now transforming countries,
while some of the Middle Eastern entities emerged in the interwar and postwar
periods as the world’s major oil producing countries, which again makes them unfit
for our sample. The drafting of the first Russian civil code was not completed before
the October Revolution in 1917. Counter-intuitively, it was left to the Soviet Union
to complete the draft and promulgate it in 1923. The “Soviet civil code” was,
however, only a transitory departure from socialist legal régime change during the
first three and a half years since the October Revolution. It was a legal expression of
Lenin’s “New Economic Policy” (NEP), which promoted private contracts, but, in
turn, was ended by Stalin in 1928 with the collectivizing of agriculture and the
expropriation of all industrial means of production (Kantorovitch 1923). From 1928
to the end of the Soviet Union in 1991, the former Soviet republics constituted the
core of the socialist legal origin, and since then, the bulk of transforming countries.
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The Chinese empire became a divided country with the victory of Mao’s revolution
on the mainland in 1949 leaving Taiwan to apply the Chinese code of 1929-1933
and emerge as one of our paradigm cases of resource-poor newly industrialized
countries as described in Sect. 3.2.3.

Except for Austria, which would fit our criteria of resource-poor countries owing
their industrial development to outstandingly stable contract law codification in the
nineteenth century, none of the countries emerging from the four empires men-
tioned above qualifies for selection in our sample without numerous caveats
clouding any methodological merit of including them. Nor do any of these former
imperial entities present such a clear-cut case as North Korea to serve as validation
of the importance of the codification of private contract law by counterfactual
simulation. But to leave no stone unturned, we have considered Russia, the lead
country of the former socialist and now transforming bloc of countries in one of our
robustness checks. Following LOT in ascribing Austria to the German legal origin,
we consider its legal structures to be perfectly represented by the “mother country”
Germany, although Austria’s civil code is older than Germany’s.

It might have seemed equally tempting to include other countries for their
outstanding economic performance over prolonged periods of time, such as Aus-
tralia, Canada or Singapore among common law countries or the civil law countries
Belgium and the Netherlands. Obviously in settler societies such as Australia and
Canada and in multicultural city—states such as Singapore, the transplant effect,
which precludes inclusion of the bulk of former colonies from our selection, is
obviously less significant than in countries with their own ancient traditions such as
India. And there is no doubt that the code Napoleon was greeted with enthusiasm by
the emerging entrepreneurial class of Belgium and the Netherlands as an emanci-
pation of contract law from feudal restrictions. But we consider the legal structures
of the first three well represented by the mother country UK-England (except for
Australia’s and Canada’s resource wealth) and the last two by the mother country
France.

As it happens, five of our eight countries are of what LOT considers as “Ger-
man” legal origin (Germany, Japan, South Korea, Switzerland and Taiwan). To
avoid objections of bias, we emphasize three points at the outset:

1. For reasons of methodological coherence, we arrive at our sample first by
elimination (i.e. of countries with transplant effect, socialist countries,
transforming countries, Scandinavian countries), and then by focusing on para-
digm countries, i.e. mother countries of legal origin and other countries with
both independent legal histories and distinctive patterns of economic
development.

2. For reasons of comparative law explained in Sect. 3.2.3, we do not share LOT’s
characterization of Japan, South Korea and Taiwan as countries of “German”
legal origin.

3. For those preferring LOT’s characterization of the legal origin of these three
countries as “German”, our analysis may have the useful side effect of filling
some of the cognitive deficit concerning the German legal origin recognized by
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LOT itself (“Although less has been written about German law [than about
French law], it is fair to say that it is a bit of a hybrid” (La Porta et al. 2008,
p.- 304). In fact, we show that the superior economic performance of the set of
countries counted by LOT as of German legal origin between 1960 and 2000 is
owed in large part to Asian countries which have designed their civil codes
autonomously in a “comparative law method” rather than as merely “receiving”
German law.

Just like LOT, we have controlled economic data for a number of biases.
However, we have opted for a different set of controls relevant for the different
set of countries we consider. We do not consider ethno-linguistic or religious
divisions (such as in Switzerland) as an inescapable impediment to growth (East-
erly and Levine 1997), nor temperate climate as an economic advantage (Diamond
1997). We have, instead, controlled for time and country fixed effects. These fixed
effects capture unobserved heterogeneity, i.e. all country-specific, time-invariant
factors that we do not specifically observe (preferences, historical factors, other
institutional factors, etc.), and all time-varying factors that are common to the eight
countries in the sample (see Sect. 3.3.4).

3.2.3 Short Reviews of the Legal and Economic Histories
of the Countries Selected

As nicely stated by Roe and Siegel (2009, p. 799), a critical analysis of LOT’s
assumptions from a comparative law point of view such as Dam’s (2006) may make
many talented economists think twice before climbing on LOT’s and DB’s horse
too quickly. We are not sure, whether the new finance literature will jump, instead,
on the political economy horse offered by Roe (2006) and again by Roe and Siegel
(2009). We would rather recommend the safer mount of institutional economics
with strong legs in contract theory, which should be more congenial to economists.
But we share Kenneth Dam’s point that a deeper analysis of legal and economic
history than LOT’s is needed before making policy recommendations to
transforming and developing countries as regards their legal reforms.

This section offers short reviews of the legal and economic histories of the civil
law and common law countries in our sample. We focus on the history of codifi-
cation of default rules in contract law, on major phases of economic growth since
the mid nineteenth century and on the relative importance of bank finance and
equity finance in the eight countries concerned.

3.2.3.1 Civil Law Countries

Since the Roman law tradition plays a central role in LOT’s explanations of what it
sees as inferior quality of civil law (La Porta et al. 1999), a few preliminary
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clarifications are in order. Although Justinian, the Roman emperor who ordered the
codification of Roman law in the sixth century, was a Christian, LOT’s association
of Roman law with Catholicism and Catholic lack of trust in professional insiders
is, as mentioned in the introduction, evidently questionable. The confessional
division between Catholicism and Protestantism occurred 1,000 years after the
Justinian codification of Roman law and prosperous Protestant regions in Southern
France and Northern Germany continued to apply Roman law principles collected
in the “Pandects”, a digest of legal opinions on Roman law (Goudsmit 2005). Nor is
Roman law correctly understood as the expression of the will of the rulers such as
assumed by LOT’s political theory where it categorizes the Roman, French and
German codes as creations of Justinian, Napoleon and Bismarck respectively.
Hayek, as quoted above, has identified it as a body of jurisprudence, which emerged
centuries before Justinian in a legal process very similar to the later English
common law. The principles of private property and private autonomy for conclu-
ding contracts are crucial principles of Roman law (Robaye 1997; Zimmermann
1990).

France Contrary to LOT’s assumptions, France’s civil and commercial codes of
1804 and 1807 respectively are not pure reflections of Roman law. They are a
composition of the medieval customs of Northern France, which were culturally
close to the customs of medieval England, and of elements of Roman law, which
had remained in force in Southern France since Roman times. Hence, for about a
millennium, France was a country legally divided into two major parts, inviting
analysis as a quasi-natural experiment capable of comparing the economic effects
of institutions more reliable than cross-country analyses with large samples such as
LOT’s (Acemoglu et al. 2005; Le Bris 2013 and the sections of this chapter dealing
with the cases of China, Germany, India—Burma, and Korea). Just like England
before the amalgamation of local customs into common law, France’s ancien
régime had to cope with the fractured landscape of countless local customs,
especially in the northern part. Therefore, legal and economic integration was a
major goal first of the French revolution and then of Napoleon. Portalis, the most
influential voice among the drafters of the code civil, managed to strike a balance
between tradition and modernity. In the end, the customs of Paris prevailed over
other local customs. Their impact on the code is at least as strong as that of Roman
law (Ourliac and Gazzaniga 1985, p. 358). If theories of economic integration are
right to assume that the elimination of legal particularisms within, as well as
between, national economies is conducive to economic growth, the codes of 1804
and 1807 have plausibly contributed to France’s subsequent economic develop-
ment. Among all other civil codes, the French codes stand out by their elegant and
accessible style. Henceforth, contract rules were easy to check and understand by
any contracting party (Murdock 1954).

Of course, France’s economic history of the nineteenth and twentieth centuries is
as much characterized by cyclical and secular factors as that of the other major
countries considered. The following stand out in the period our data covers: the
boom years of the second half of the Second Empire (1860-70), at the end of which
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the size of the French economy drew even with the British economy. The Third
Republic inherited the recession (1872—1878) caused by the defeat of the Second
Empire in the Franco-Prussian war. A recovery in 1878-88 was followed by a flat
growth until 1903, growth exceeding Britain’s 1904—1914, the recession caused by
World War I until 1921, and a remarkable recovery until the onset of the great
depression. The period after World War II saw new cyclical swings and more
proactive policies designed to affect them (Price 1981) just as in Britain before the
Thatcher government. Hence the French civil and commercial codes do seem to
correlate just as plausibly with economic performance as the English common law.
They do so despite France having lacked the highly developed capital markets
associated by LOT with the common law.

Since indirect finance, on which France’s enterprises had to rely primarily until
the early 1980s (Schmidt et al. 1998), is considered by economic theory as only a
second best solution, France’s civil and commercial codes must have scored
through other advantages, and for reasons explained in Sect. 3.2.3.4, we propose
to consider their contract rules. On the other hand, a shift towards securitization
both on the asset and the liability side of French non-financial sectors indicates that
France has been changing from a bank-based to a market-based financial system
ever since the early 1980s (for more details, see again Schmidt et al. 1998). This
change suggests that functioning equity finance may just as easily develop in
association with civil law as with common law, an argument already made by
Roe (2006) with respect to Switzerland.

Germany Germany’s civil code, the Biirgerliches Gesetzbuch (BGB) of 1887 is a
much less mitigated transmission of Roman law to a modern economy and society
than France’s. Bernhard Windtscheid, the foremost representative of the
“pandectist” tradition in Germany at the time, prevailed in its design. The entry
into force of the BGB in 1900 was preceded by the commercial code of the German
Confederation (ADHGB) of 1861. The ADHGB was the single most important
legislative achievement of this otherwise rather powerless confederation (Kraehe
1953). It provided not only special rules for the contract types most important for
commerce at the time (sales, agency, forwarding and freight), but also, more
crucially for economic integration, general default rules for all contracts concluded
by business enterprises in the German Federation as part of their business. It
deferred to the civil laws of Germany’s many states only for those matters it had
left untouched. It remained in force even after Germany’s unification in 1871 until
the new civil and commercial codes of the German Empire promulgated in 1896
and 1898 respectively became law in 1900.

Germany’s civil code of 1896 and commercial codes of 1861 and 1898 were not,
as LOT assumes, “introduced by Bismarck™ (La Porta et al. 1999, p. 231, implying
an illiberal inspiration of the code), but emerged from the German codification
movement of the nineteenth century that began in Austria in 1811, long before
Bismarck became German Chancellor (in 1871), succeeded in the adoption of the
ADHGB by the German Confederation (which included Austria) in 1861 and
culminated in the passage of the BGB in the Reichstag in 1896, long after Bismarck
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was gone. The movement was inspired and pushed through by liberal pro market
forces in Germany which had the overwhelming majority in the Reichstag and with
whom the ultra conservative Bismarck had to compromise on economic issues, like
a “hat-in-hand chancellor” (Ozment 2004), in order to obtain their consent on the
foreign and military matters foremost on his mind (Born 1970; Gall 1990).

Germany was just as affected as Britain and France by most of the cyclical and
secular events of the nineteenth and twentieth centuries. The taking-off of the
“Gruenderzeit” (era of enterprise founders) of the decade of 1860—1873 was even
more pronounced than France’s. By the first decade of the twentieth century
German industry pulled ahead of Britain (Wilson 1962; Ritschl 2004). Extra-
ordinary negative events for the German economy were the two world wars and
the interwar period. Throughout World War I, the German economy suffered a
major productivity shock. The Versailles Peace Treaty diminished its coal and steel
capacities by about 40 % through territorial changes, and compulsory coal exports
to Allied victors reduced its energy base. A dysfunctional monetary policy response
to war reparations imposed by the Versailles Treaty on Germany provoked the
hyper-inflation of the early 1920s, which eroded private capital formation and
hampered long-term credit throughout the inter-war period (Ritschl 2004). Hitler’s
autarky policy disrupted prewar inter-regional specialization patterns, his planned
war economy built up hidden inflation. World War II brought the total destruction
of the physical capital of the German economy. Reliable economic data on the
German economy in the world war and inter-war periods are extraordinarily
difficult to obtain and continue to be subject of intense statistical debate (Hoffmann
et al. 1965; Lewis 1978; Maddison 1982, 1991, 1995, 2001; Fremdling 1988, 1991;
Feldman 1993; Broadberry 1997; Ritschl 2002, 2004).

The same is true for the postwar period between 1945 and 1947, when the
German state had ceased to exist and the economy was divided in four occupied
zones. Since, evidently, even a functional legal environment for business cannot
prevent the negative economic impact of wars, we might have interrupted our long
term time series in 1914 and only resume it in 1949, when the Federal Republic of
Germany (West Germany) was established with the civil law code intact. We
resolved to refrain from doing so and were able to obtain robust results confirming
our hypothesis for the entire uninterrupted period of 1870-1990, the year of
Germany’s reunification (see Sect. 3.3.4).

While a legal system cannot prevent the economic impact of wars, we assume
that it can be crucial for a rapid recovery. Germany’s civil law was certainly not a
sufficient condition, but it was plausibly a necessary one for the West German
economy’s postwar “economic miracle” (for more details, see Schmiegelow 2006,
see also Eichengreen and Ritschl 1997). Germany’s contract law was all the more
crucial in this performance, because of the importance of small and medium
enterprises (SME, or the so-called “hidden champions”, Simon 1996) in the West
German economy, which for reasons of cost and time could not afford to hire
lawyers specialized in the expensive business of drafting complete contracts, but
instead had to rely on default rules, an available public resource, in their contracts
with suppliers and customers at home and abroad. The role of SME’s, dependent on
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bank finance, in the German economy is also one of the explanations why Germany
remained a Gerschenkronian “backward” economy even longer than France, having
to rely to a much larger extent on financial intermediation up to the present time
(Krahnen and Schmidt 2004).

With the German reunification of October 1990, the Federal Republic of
Germany (the former West Germany) integrated the former GDR, a member
of LOT’s socialist legal origin. Although the entire West German legal system
including the civil and commercial codes was reintroduced to East Germany,
reunited Germany became partially a “transforming country”. At that moment,
unification produced a drop in real GDP per-capita of about 10 % (Canova and
Ravn 2000). The interpretation of data for post-1990 unified Germany presents
major difficulties for econometric analysis, and particularly so when it comes to
comparing the economic effects of legal origins. Maddison (2001, pp. 30 and 31,
2003, pp. 177 and 178) attempted to construct all-German data for the period of
1949-1990 by extrapolating the integration of historic West German and East
German data backwards to 1949. The result blurs the differences between a market
economy of German legal origin and a planned economy of socialist legal origin in
one country. Hence, we have used Maddison’s (1995) data for West Germany
(1949-1990) up to the end of our time series in 1990 in one of our robustness
checks.

Japan Japan is not only (debatably) categorized by LOT as a country of German
legal origin, but its economic development in the twentieth century shows patterns
remarkably similar to those of Germany, though, in many instances, on a larger
scale. Its civil code of 1896 and its commercial code of 1898 are the paradigm cases
of voluntary and selective integration of various Western patterns in the codi-
fication of civil law in non-Western countries. The French advisor Gustave Emile
Boissonade de Fontarabie authored the first drafts very much using French patterns.
They almost became law in 1890. Deft opposition by Japanese scholars belonging
to what was then called the “English School” of legal thought in Japan prevented its
adoption, however, and a further period of reflection followed. The struggle
between the “postponement faction” and the “immediate-enforcement” faction
took on some aspects of the Thibault-Savigny controversy in Germany as well as
of the struggle between natural law philosophy and the historical school or between
universalism and culturalism (Schmiegelow 2006 with further references). Finally,
a large number of Japanese scholars returning from Germany, where they had
closely followed the debates about the 1887 and 1896 drafts of the BGB, prevailed
with their advocacy of amalgamating French and German patterns with domestic
traditions in a new draft. Their draft became law in 1897, 3 years before the 1886
Reichstag BGB bill entered into force in 1900 (see Tanaka and Smith 2000).
Berkowitz et al. (2003 on page 180), emphasize that this type of voluntary trans-
plant to what they call a receptive country, correlates with a high degree of
effectiveness of legal institutions. The closest remaining link between Japanese
and German law is a continuing exchange on legal theory, case law and legislation
(see Murakami et al. 2007). We propose to abandon the term “transplant” altogether



3 Contract Rules in Codes and Statutes: Easing Business Across the Cleavages. . . 57

and identify the Japanese paradigm as the comparative law method of legal
transformation.

The Japanese Commercial Code of 1898 became law in 1899, a year earlier than
the Commercial Code of the German Reich. Remarkably, it was the first Commer-
cial Code of civil law countries to provide default rules for insurance contracts, a
decade earlier than Germany’s Insurance Contract Law of 1908 (Kozuka and Lee
2009).

Later, Japan’s postwar economy, as did Germany’s, rose like a phoenix from the
ashes after the destruction of its physical capital in World War II. Japan’s GDP
overtook Germany’s at the end of the 1960s as Japan’s per capita income drew even
with Germany’s. Japan and Germany have been the second and third largest
economies of the world after the US for four decades, before being predictably
relegated to third and fourth places by China. That the allies left the civil law codes
of both countries untouched—while insisting on deep reforms of competition and
banking laws—means that it is all the more plausible that the function of default
rules in contract law is a necessary condition for economic recovery. The salience
of this function is further increased by the fact that Japan’s and Germany’s
economic recoveries proceeded with similar dynamism although the economic
policy philosophies of the two countries differed fundamentally, with Germany
dogmatically attached to ordoliberalism (Streit 1992), while Japan developed an
intriguing pattern of strategic pragmatism (Schmiegelow and Schmiegelow 1989).

Just as in France and Germany, indirect finance prevailed in Japan until the
1980s (Patrick 1962; Suzuki 1980). Both the prewar Zaibatsu and the postwar
Keiretsu were built around the main banks and Japan’s myriad SME depended on
bank loans, as did the big conglomerates. However, financial intermediation
became dysfunctional in the bubble economy of the late 1980s, and it practically
ended after the bursting of the bubble, when Japan entered the deflationary period of
its “lost decade” (Yoshikawa 2002; Koo 2003; Krugman 2009). Banks were
allowed to keep their non-performing loans on their balance sheets, as a conse-
quence confidence in the inter-bank market collapsed and lending to enterprises
stopped. Only in 2003, did the Koizumi government succeed in compelling the
banks to write down the non-performing loans according to international fair value
standards. The banks resumed lending and the economy recovered immediately
with 6 % annualized growth in the fourth quarter of the same year (see details in
Schmiegelow 2003).

South Korea and Taiwan While Japan was a paradigm of the comparative law
method for its own civil and commercial codes, Korea had to accept the same codes
as a colonial transplant, when it became Japan’s protectorate in 1905 and its colony
in 1910. Korean society was, however, remarkably receptive to the modernizing
potential. Hence, it is not entirely surprising that the independent South Korea,
which emerged in 1948, voluntarily adopted a civil code in 1958 and a commercial
code in 1962, both drafted by Korean legal scholars educated in the dogmatic
foundations of the Japanese codes, but distinctive in substance and style (Kim
2000, 2008; Kozuka and Lee 2009).
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Like South Korea, Taiwan was living under the Japanese civil law code from
1897 to 1945. The Japanese code continued to be pragmatically applied until 1949,
when Chiang Kai-shek took effective control of the territory. The Chinese civil
code, which Taiwan adopted in its autonomous identity as the Republic of China in
1950, was in the making on the Chinese mainland since the end of the nineteenth
century. In China’s civil law tradition, it is important to distinguish the following
phases. Beginning with the Opium War of 1840-1842, China came into contact
with Western legal culture and was pressured by Western powers to introduce a
Western-style civil code (see Han, Chap. 13 of this book). But Qing Dynasty
officials completed their Civil Code Project only in August 1911. The Qing dynasty
collapsed soon after and the project therefore never became law. The Republic of
China, founded in January 1912, made a fresh start. A Committee for Codification
produced a civil code, which was promulgated by stages from 1929 to 1933 and,
following the German and Swiss pattern, included a special Insurance Law enacted
in 1929, which combined organizational regulations for the insurance industry with
rules for insurance contracts. These were the first codifications of contract law in
Chinese legal history and, with various modifications in past decades, have been
adopted in Taiwan in 1950 as an autonomous replacement of the colonial transplant
of Japanese law in force until then. They correlate plausibly with Taiwan’s emer-
gence as a high growth economy since the 1950s. After assuming political control
over Mainland China in 1949, the Communist Party repealed this civil code and
replaced it by a socialist system on the Soviet model. Subsequently, the Chinese
central authorities attempted several times to draft a socialist civil code, first at the
beginning of the 1950s and again at the beginning of the 1960s. Both attempts failed
because of the prevailing influence of the “legal nihilism” of the Communist Party
(see Xu 2004, p. 19). When Deng’s reforms began in 1978, the liberalization of the
economy enabled a demand for a legal framework for private contracts to rise
gradually. The Contract Law of 1999, which was adopted by the Ninth People’s
Congress, follows UNIDROIT principles to a considerable extent. This is a remark-
able step in legal transformation and may have contributed to the acceleration of
Mainland China’s growth in the last decade. But again, for reasons of methodology,
we refrain from including transforming economies in our analysis.

South Korea’s and Taiwan’s economic development followed Japan’s pattern in
what became known as the “Flying Geese” formation (Akamatsu 1962). Just as in
the case of the German—Japanese duo, the salience of the function of their contract
law is plausibly increased by the fact that their economic development proceeded
with similar dynamism although their economic policy philosophies differed fun-
damentally. Taiwan was committed, like Germany, to promoting a model of
atomistic competition with SME enterprises prevailing, whereas South Korea,
like Japan, favored chaebols, big conglomerates reminiscent of Japan’s prewar
Zaibatsu (Schmiegelow 1991).

In both countries the pattern of intermediate finance prevailed in the past six
decades. South Korean and Taiwanese banks were state-owned until the end of the
1980s. And just as in the case of Japan, credit to the real economy was rationed as


http://dx.doi.org/10.1007/978-3-642-54660-0_13

3 Contract Rules in Codes and Statutes: Easing Business Across the Cleavages. . . 59

long as the financial system was illiquid, as was the case up to the end of the 1980s
(Noland 2005; Liu and Hsu 2006).

Switzerland Significantly, Switzerland codified contract law before all other areas
of classic civil law. It joined the European codification movement in 1881 with
Walther Munzinger’s draft of a Swiss law of obligations (Obligationenrecht)
focusing on contracts and including commercial law (Bucher 1988). The draft
was adopted by the Swiss Confederation in 1881 and came into force in 1883. In
1912, a revised, but essentially similar version was integrated into Switzerland’s
first comprehensive civil code (Zivilgesetzbuch) as its Part Five. Although the Swiss
codification is frequently described as following the German example, its style is
praised as more accessible than the German codes. Unsurprisingly, therefore, the
Chinese civil code of 1929, which, as mentioned above, has been in force in Taiwan
since 1950, shows more borrowing from the Swiss code than from the German one
(Bucher 2006). The contract types, however, are similar. Switzerland’s Versicher-
ungsvertragsgesetz of 1908 (Insurance Contract Law) follows the pattern of the
German insurance contract codification of the same year (Reichert-Facilides 1998).

Although Switzerland is a small country, its history, economy and civil law
constitute a case casting doubt on some of the bolder assumptions of LOT about the
comparative quality of common law and civil law. Of course, a one-country case
cannot offer robust econometrics. But in the philosophy of science, a single case
can refute a conjecture (Popper 1963). A few rankings illustrate the significance of
the Swiss case, counterintuitive by LOT’s assumptions, as both a civil law country
and a financial center. From 1870 to 1950, the Swiss economy achieved the highest
average growth rate of all European countries including the UK. That growth was
driven by both the industrial and service sectors (David and Mach 2007).
Switzerland’s emergence as a financial center began in the early twentieth century
on the basis of a pronounced relationship of trust built up between banks and clients
as analyzed by Swiss financial historians in terms strikingly reminiscent of LOT’s
paradigm of trust in protestant common law countries (Vogler 2006). A century
later, the Swiss economy boasted the highest share of equity market financing in the
world at more than 200 % of GDP. Neither significantly bigger countries (such as
Germany, France, the UK, or the US) nor similarly small trading nations (such as
Ireland or Austria) come anywhere near that level (Brindle and Jorg 2010). At the
same time, Switzerland ranks fifth worldwide in bank assets, with UBS and Credit
Suisse positioned among the top ten. Just as in Germany, SME play a major role in
the economy. While Switzerland’s big corporations rely on equity finance, its SME
depend on bank finance. More than 90 % of corporate loans of Switzerland’s banks
go to SME. Swiss reinsurance groups account for more than 15 % of global
premiums, ranking third worldwide after Germany and the United States. Switzer-
land is a global leader in private wealth management, with a one-third share of
assets among global cross-border private wealth managers. Switzerland is the
second largest market of hedge funds (FoHF) worldwide after the United States.
In 2007, the Swiss financial system contributed about 15 % to Swiss GDP, far ahead
of the 8 % in the US and 9 % in the UK (IMF 2007; Haldane et al. 2010).
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3.2.3.2 Common Law Countries: UK and US

The uncertainty of judicial discovery of “implied rules” and the complexity and
cost of writing clear text contracts for every conceivable business situation has been
recognized in common law countries in at least three historical phases, each
inspired by interest in the comparative functional quality of codified contract
rules in civil law countries.

The first phase, in the second half of the nineteenth century, led to the “codifying
statute” on the sale of goods in the UK, the Sale of Goods Act of 1893 (Atiyah
et al. 2005). The entire common law was codified to speed its diffusion in the
British Empire, more particularly in India. Intellectually, this effort was guided by
Jeremy Bentham’s constructivist rationalism and the perception of a cultural
incompatibility between English common law and “native” legal traditions (Wilson
2007). Bentham shared the interest of the continental European legal positivists in
codification (von Hayek 1973). India’s Contract Act of 1872 codifies four econo-
mically important contract types: sale of goods, guarantee, bailment (delivery of
goods) and agency. In theory, with this score of 4 as against the UK’s 1, India’s
economic performance should have overtaken the UK’s already by the end of the
nineteenth century. In reality, India rather stands out as one of the leading cases of
the theory of the failure of colonial transplants (Berkowitz et al. 2003). India’s
Prime Minister Manmohan Singh, one of the few professional economists among
the world heads of government, presented a harsh reckoning of India’s past
development failures in his address at the occasion of the 60th anniversary of
India’s independence in 2007 (Singh 2011). The World Bank IFC Doing Business
Report (2011) ranks India, the biggest common law country, 182nd out of 183 coun-
tries for contract enforcement. Hence, we had to eliminate India from our analysis,
but used it as a robustness check in one type of contract: labor contract.

The second phase of interest of common law countries in codifying contract law
occurred in the mid twentieth century. It was driven by the “restatement” movement
in the US and led to the adoption of the Uniform Commercial Code (UCC) in all
States of the US from 1953. According to Crystal (1979), it was a period of intense
transatlantic exchange between comparative lawyers and of a remarkable interest of
American legal scholars in functional solutions offered by civil law. Just like the
UK Sale of Goods Act of 1893 and its modernized version of 1979, the UCC
focuses on the sale of goods (Article 2). But Article 2 UCC also serves as a welcome
source of arguments by analogy for contracts in other areas. Moreover, Article
4 UCC, on bank deposits and collections, also offers default rules for bank cus-
tomers taking loans from their bank, which led the US a step further than the UK in
the process of codifying default rules. The most important contract type codified in
India since independence is the labor contract “Hiring Employees” (for more detail
on the evolution of this protracted process see Deakin et al. 2007). Contrary to
LOT’s and DB’s assumption that labor law codification tends to increase unem-
ployment, Deakin and Sarkar (2011) have found no negative effect of India’s labor
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laws on employment between 1970 and 2006. In our robustness check in Sect. 3.3.4
below, we found a positive correlation with economic growth.

The third phase, towards the end of the twentieth century, was the emergence of
new institutional economics with its debate on contract theory already mentioned in
Sect. 3.3.1. As a result of this debate, given the growth of the modern leasing
industry, and following an initial study by the American Bar Association, a Drafting
Committee of the National Conference of Commissioners on Uniform State Laws
(NCCUSL) produced the draft of a Uniform Personal Property Leasing Act. In
1987, this draft was incorporated as Article 2A in the UCC. By March 1994, this
new Article was enacted in 39 states (Lawrence 1996). This is just one among many
indicators of the convergence between civil law and common law, which is familiar
to all students of comparative law (Dam 2006; Dannemann 2006; Schmiegelow
2006) and which has progressed further in the US than in the UK.

Both the UK and the US, however, continue to stand out as locations of the
world’s two largest financial centers even though there have been remarkable
upswings and downswings as well as changes in their relative importance and
composition. Equity finance historically prevailed over bank finance in the UK,
while bank finance prevailed in the US until the 1930s (Eichengreen 2008). Since
World War II, however, nonbank financial institutions and markets have become
more important in the US reflecting the process of disintermediation and securiti-
zation. Data on financial markets reaching back to the nineteenth century are less
than perfectly reliable and not easy to interpret. La Porta et al. (2008) have
convincingly refuted data on stock market capitalization over GDP, on which
Rajan and Zingales (2003) have relied to argue that the ratio was higher in civil
law than in common law countries before World War II. Instead, LOT prefers data
collected by Goldsmith (1985). These show the UK as the leading financial center
from the 1880s to the 1930s, and the US thereafter.

3.2.3.3 The Debate on Non-legal Factors in Financial Market
Development

The Goldsmith figures for France, Germany and Japan suggest a much weaker stock
market development from the nineteenth century to the present, which is consistent
with our remarks in Sect. 3.2.3.1 on the prevalence of indirect finance in these
countries and Roe’s (2006) argument that the absence of war destruction and
foreign occupation is a necessary condition for the domestic development of equity
finance. However, the Goldsmith figures, accepted by LOT, also show that Swit-
zerland comes close to, or even at times overtakes, those of the US. These figures
support Roe’s suggestion that, given the absence of war destruction and foreign
occupation, a civil law country can develop equity finance just as fully as the
leading common law countries. La Porta et al. (2008) take issue with Roe’s
argument of war destruction sparing Switzerland while impeding the development
of equity finance in all other developed civil law countries. They object that Roe
considers developed countries only and argue that his correlation between war
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destruction and low stock ownership dispersion disappears as soon as the larger
LOT sample of countries including developing countries is used. Indeed, they sum
up, “This may not be surprising: many developing countries stayed out of World
War II and yet remained financially underdeveloped” (La Porta et al. 2008, p. 321).
This argument is of questionable logic, however. Roe’s hypothesis was not that all
countries enjoying peace would develop financial centers, but only that countries
not enjoying that privilege would not. A similar “logic” could easily be turned
against LOT: many developing countries are of English legal origin and yet have
not developed a financial center. Of course, we will not let ourselves be drawn in to
such an argument.

As repeatedly stated, we posit that a functional legal environment is a necessary,
but certainly not a sufficient condition of economic development (Schmiegelow
2006). A highly suggestive demonstration of the need for this qualification of LOT
is Philippon’s (2008) analysis of three large up-swings in the development of the
US financial market since the mid nineteenth century interrupted by two major
contractions.

Philippon proposes a model of interaction between corporate finance and tech-
nical innovation and relates the three up-swings of the US financial market to three
great phases of industrial development: (1) railroads and heavy industry (1880—
1900), (2) the “electrical revolution” (1918-1933), and (3) the “revolution of
information technology” (1980-2001). If we consider that the two first phases of
industrial development supported by financial intermediation through banks was
shared very much by civil law and common law mother countries and that LOT’s
arena of argument has been limited so far to the 1980s and 1990s, when the
economic performance of the US turned into a statistical outlier, a closer look at
Philippon’s third phase is in order. Indeed, the “revolution of information techno-
logy” has been marked by an axiomatic preponderance of the US. Hence, the
superior performance of the US may be owed to a superior quality of an American
technology rather than to the superior quality of common law assumed by LOT.

Again, we do not in the least doubt the quality of common law as an environment
particularly favorable to the flow of capital to corporate insiders bound by fiduciary
duties. In view of the Swiss case, however, we see only good reasons that civil law
default rules build confidence of investors just as effectively—especially the good
faith general clause—provided it is not destroyed by the intervention of wars and
occupation as argued by Roe. Again, we warn against overreaching assumptions
about the economic consequences of law. LOT would do well to retreat to the well-
prepared position of institutional economics: law is a necessary, though certainly
not a sufficient condition.

3.2.3.4 Codified Default Rules in the Contract Types Selected

The codes and statutes mentioned in the preceding survey of legal and economic
data reveal which country has codified default rules for which contract type and
when. Table 3.1 surveys the presence and absence of default rules for the ten
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Table 3.1 Presence and absence of codified default rules for ten contract types in eight civil law
and common law countries

Countries
Common
Civil law law
With financial center
Without financial center advantage advantage
South
Contracts France Germany Japan Korea Taiwan Switzerland UK US
Renting office space 1804 1861 1897 1958 1950 1883 - 1987
Contracting for con- 1804 1861 1897 1958 1950 1883 - -
struction of a
building
Purchasing equipment 1804 1861 1897 1958 1950 1883 1893 1953
Insuring equipment 1930 1910 1899 1962 1950 1910 - -
Hiring employees 1922 1861 1897 1958 1950 1883
Taking a bank loan 1804 1861 1897 1958 1950 1883 - 1953

Subcontracting work 1804 1861 1897 1958 1950 1883 - -

Contracting with a com- 1804 1861 1899 1962 1950 1883 - -
mercial agent

Obtaining advice from a 1804 1861 1897 1958 1950 1883 - -
consultant

Guaranteeing an under- 1804 1861 1897 1958 1950 1883 - -
taking by a subsidiary

IR

Presence: 1, indicated here by the year of first codification; Absence: indicated here by
Authors’ own compilation

defined contracts types in the eight selected countries. The table presents the years
of the first codification of specific default rules for each of the ten contract types in
each of the eight countries, although subsequent codes or statutes may have
changed or refined the rules.

In France, the code civil of 1804 was the first modern codification offering
default rules for eight of our ten contract types (Bénabent 2004). Codification of
labor and insurance contracts followed by the code du travail (Labor Code) of 1922
(Lyon-Caen 1955) and by the Loi sur le contrat d’assurance (Insurance Contract
Law) of 1930 (Reichert-Facilides 1998). In Germany, the ADHGB of 1861 of the
German Confederation preceded the BGB of 1896 and the HGB of 1897 of the
German Reich, both in force since 1900, in providing default rules for nine of our
ten contract types (Basch 1890; Oechsler 2008). The Versicherungsvertragsgesetz
(Insurance Contract Law) of 1908, in force since 1910, was the first German
codification of insurance contracts. Similarly, the Swiss Law of Obligations of
1881, in force since 1883, which preceded the Swiss Civil Code of 1912, codified
nine of our ten contract types, while insurance contract law was codified in 1908 as
in Germany (Reichert-Facilides 1998).

The Japanese Civil Code of 1896, in force since 1897, codified eight of our
contract types, while leaving the first codification of commercial agents’ contracts
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and insurance contracts to the Commercial Code of 1898, in force since 1899. The
Korean Civil Code of 1958 and the Korean Commercial Code of 1962, while
otherwise remarkably distinct, followed a similar legislative technique, with the
former codifying the eight most general contract types and the latter commercial
agent’s and insurance contracts (Kozuka and Lee 2009). The Civil Code of the
Republic of China, in force in Taiwan since 1950, follows German and Swiss
patterns in offering default rules for nine of our contract types, while leaving
insurance contracts to a special law, the Insurance Law of 1929 of the Republic
of China, in force in Taiwan since 1950 (Lin 2010; Jao 2008).

As we have seen, the UK codified default rules for only one of our ten contract
types, the purchasing of equipment. The Sale of Goods Act of 1893 was followed
by Sale of Goods Act of 1979, similar in style and codifying technique (Atiyah
et al. 2005). Hence we count the first of the two codifying statutes. Two of our
contract types benefited from the first codification of default rules in the US, sales
contracts in Art 2 and bank loans in Art 4 of the Uniform Commercial Codes
enacted in all US States since 1953. One more, renting office space, was added in
1987 in Art 2 A UCC on leases, and although enactment of this addition took
several years in the different states, we have used the year of its adoption by the
NCCUSL in Table 3.1. Even though common law prevails in a state as long as it has
not enacted Art 2A UCC, lawyers and judges will tend to use its principles by
anticipatory analogy (Lawrence 1996).

Table 3.1 shows that all eight countries of our sample provided codified default
rules for at least one of the ten contract types. The six civil law countries in our
sample codified such rules for all of the ten contract types, whereas the two
common law countries of our sample did so for only 1 (UK) or 3 (US). In view
of the importance accorded to default rules by contract theory, we hypothesize that
their greater number in the contract law of civil law countries than in common law
countries should have compensated for the comparative weakness of equity capital
supply in those civil law countries in our sample, which did not enjoy the advan-
tages of the UK and the US as locations of financial centers. This compensating
effect should be detectable in their comparative economic performance over signi-
ficant periods of time.

The length of the periods since the codification of the contract types in our
sample countries should be sufficient to show a lasting footprint in their respective
economies: two centuries for the eight initial contract types in France, one and a
half centuries for the nine initial contract types in Germany, well over a century for
the first complete codification of all ten contract types in Japan, just a century for
the first codification of insurance contracts in Germany and Switzerland, 88 and
80 years respectively for the first codification of labor contracts and insurance
contracts in France, half a century for the enactment in Taiwan of the full set of
ten contract types previously codified in 1929 by the Republic of China, as well as
for the independent codifications in South Korea. And the period between 1870 and
2008, for which reliable per capita GDP data are available for all eight countries
should offer a reflection of this footprint in terms of at least a convergence with the
performance of the UK and the US. The hypothesis could be further strengthened, if
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Switzerland, which combines civil law and financial center advantage,
outperformed the UK and the US.

3.2.4 Economic Performance of Selected Countries

Figure 3.1 shows the evolution of the per capita GDP growth rate of our eight
countries from 1870 to 2008, using the historical Maddison data on GDP (Maddison
2001 except for West Germany (1949-1990), for which we use the data of
Maddison 1995 to avoid the backward extrapolation of the data of the former
GDR as explained in Sect. 3.2.3.2). It reveals a suggestive pattern of convergence
between civil law countries and common law countries, although with massive
interruptions in the war and interwar periods. The recoveries of France, Germany
and Japan after the World War II appear as impressive as the sustained catch-up
process of the two newly industrialized countries South Korea and Taiwan. The fact
that three highly developed civil law countries without financial center advantage
could overtake the UK after World War II suggests that the impact of the codifi-
cation of a full range of ten economically important contract types may overcom-
pensate the comparative weaknesses of the flow of equity capital. Our hypothesis is
further confirmed by Switzerland’s combining the full range of codified default
rules, financial center advantage and a per capita GDP exceeding that of the UK in
two interwar decades, and the six decades since the end of the World War II, as well
as that of the US between the mid-1950s and the mid-1980s. That the Swiss
economy fell back compared to the US economy in the 1990s can be explained
by factors beyond contract law and financial center status. The phenomenon
correlates with the simultaneous occurrence of the outlier performance of the US
explained by Philippon (2008) on the one hand, and the Swiss recession from 1990
to 1996, a steady appreciation of the Swiss franc hurting Swiss export industries,
and a new divisiveness in its domestic politics (David and Mach 2007). This is
another reminder that well-designed default rules in codes and statutes can consti-
tute only a necessary, but not a sufficient condition of economic performance.

3.3 Empirical Results

We analyzed the relationship between economic performance and the history of
contract law since the nineteenth century. We made the assumption that, all other
things being equal (rebus sic stantibus), the codification of default rules for eco-
nomically important contract types influences the economic performance in the
codifying country, since it reduces transaction costs and information asymmetries
by offering default rules for incomplete contracts.
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Fig. 3.1 Evolution of per capita GDP 1870-2008. Source: authors’ calculations

3.3.1 Specification

We specify the following linear panel data model, commonly known in the growth
literature as f-convergence model (Sala-i-Martin 1996; Quah 1996; Arbia and Piras
2005, etc.):

AlnY;; = a; + a; + pInY; ; + y(Default rules); , + &, (3.1)

where the dependent variable (A In Y;., =In Y;,,; — In Y;,) is the annual growth
rate of per capita GDP in country i between years t and t + 1, In Y;, is the log of
GDP per capita at the beginning of the period, (Default rules); , is an indicator of the
presence of codified default rules at time t and ¢;, is the well-known error term.
Our coefficient of interest is y; it measures the nature of the short-term impact of
codifying default rules for contracts important for business on economic growth.
This model is stable if P is significantly negative such that p € [—1; 0]. As
Eq. (3.1) specifies the conditional convergence, GDP per capita at country level
will converge to its country-specific steady state value in the long run, and -8
determines the speed of convergence toward the steady state. Thus, the long-term
effect of codifying a contract type with default rules is equal to the ratio (—y/f).
We controlled for country fixed effects, o; and for time fixed effects, o;. In cases
of specifically targeted legislation or regulations with limited time horizon, it is also
necessary to test the incidence of other reforms (Bertrand et al. 2004). This issue is
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however technically hard to tackle in two dimensions. Furthermore, our model
deals with the permanent impact of the codification of legal rules for the most basic
type of transaction in market economies, i.e. contracts, on economic performance
(See above Sect. 3.1.1). This implies that more specifically targeted reforms with
shorter time horizons will not influence the results. We choose to estimate the fixed
effect panel data model by using the Least Square Dummy Variable (LSDV)
approach. Indeed, following Islam (1995) and Arbia and Piras (2005), with the
application of the panel data approach on convergence problems, it is not necessary
to keep the steady state constant, since this can be directly estimated from data by
using a LSDV estimator.

Other specifications will be used alternatively, especially if the f estimated
coefficient is not statistically significant. One may attempt to explain the growth
rate of GDP per capita as in the endogenous growth model (Romer 1986) rather
than the level of GDP per capita as considered in the f-convergence model. We can
then estimate the following equation

AlnY;; = a; + a; + y(Default Rules); , + &; ;. (3.2)

An autoregressive model can be also useful in our case study and helps poten-
tially reduce the serial correlation. Indeed, for observations over a long period of
time, data at a particular time t are highly correlated with the values preceding and
succeeding them. An autoregressive (AR) process of order p is represented as

p
AlnY;, =a;+a + Z @;AlnY; . ; + y(Default Rules); , + &, (3.3)
=1
where @y, ..., @, ..., @, are the parameters associated to the lagged variables of

the model. The dependent variable is a function of its own lagged values and the
other independent variables. A particular case is the first-order autoregressive
model, AR(1), which can be written as (subscript on ¢, is dropped):

AlnY;; = a; + a; + pAnY, , ; + y(DefaultRules), , + &; . (3.4)

Thus, an AR(1) implies that the GDP per capita growth rate at time t depends on
itself at the previous time # — 1 and on the other independent variables. We will deal
with these two specifications [Egs. (3.2) and (3.4)] for the robustness issue.

3.3.2 Econometric Issues

One can suspect the existence of an endogenous variable in the AR(1) model.
Indeed, In Y;, appears on both sides of Eq. (3.1) causing an endogeneity problem.
We may also think that the legal framework is correlated with other factors included
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in the error term, such as the organization of the society. To be convinced by this
hypothesis, we will conduct the Hausman test for endogeneity. The appropriate
method of estimation is the instrumental variable (Two Stage Least Square) tech-
nique. Before embarking on this estimation, we first conduct the Hausman test
checking for the endogeneity of log of GDP at time t. By construction, the
coefficient f contains the Nickell bias in this kind of dynamic panel data model
with fixed effects (Nickell 1981). The null hypothesis of exogeneity of log of GDP
per capita at time t is rejected at 10 % (p-value of the Hausman test equals 0.08).
The instrument must be correlated with the endogenous variable and not with the
error term. In this kind of model the most indicated instrument is the first lag of the
endogenous variable, i.e. the log of ¥;, _ .

Our data set is a 1 year unbalanced panel running from the nineteenth century
(1870-2008). The data we are using are the growth rate of GDP per capita as a
proxy of economic performance and the default rules indicator. As explained
above, the historical Maddison data (Maddison 1995 for post-war West Germany,
and Maddison 2001 for all other cases) are the source of this variable. Figure 3.1
shows the evolution of the per-capita GDP for our sample countries. One observes a
similar evolution (except during the World War II period for the US) until 1990,
when US per capita GDP grows faster than the rest of the sample countries. Most
significant from the standpoint of LOT, however, is that three civil law countries of
our sample (the mother countries) began to overtake the UK after World War II, in
spite of their lacking the UK’s advantage of being a major financial center, and that
Switzerland, which combines civil law with financial center advantage,
outperformed even the US from the mid-1960s to mid-1980s. The outlier perfor-
mance of the US after 1990 was the consequence of the faster development of the
US financial industry based on the simultaneous extraordinary growth of the US
information industry, as pointed out by Philippon (2008, see above Sect. 3.2.3.3).
The sudden decrease of Germany’s GDP in 1991 reflects the statistical effect of the
integration of the socialist economy of the former GDR in the FRG (Canova and
Ravn 2000, see above Sect. 3.2.3.1, p. 16).

We consider three different measures of the default rules indicator.

« Firstly, we measured it as a binary variable noticing the presence or absence of
default rules for economically important types of contracts in codes and statutes.
Taking this avenue, the dummy variable “Default rules” is equal to 1 if a country
has codified at least one contract type offering default rules as listed in Table 3.1.
In other words, it takes 1 from the year of codification and it is equal to
0 otherwise.

» Secondly, we considered the number of these types of contracts in codes and
statutes. In this way, we can capture the differences between countries providing
just one contract type with default rules and countries offering the full set of ten
contract types.

e Thirdly, we constructed a dummy variable for each contract type offering default
rules. This allows us to use ten different dummy variables where each of them
captures the impact of default rules associated with each contract type. We
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assume the exogeneity of the default rule indicator. From Table 3.1, it follows
that the years of codification of default rules are not identical, while the countries
have grown almost identically up to World War I. Additionally; specific fixed
effects enable us to exclude an inverse causal relation running from growth to
institutions. Hence, there are strong reasons to suppose that the codifications of
default rules in our sample countries are not, inversely, caused by recent growth
rates.

3.3.3 Benchmark Results

The results concern the fixed effects-OLS (Least Square Dummy Variable model)
and the instrumental variable (Two Stage Least Square) regression. Our main
estimate results are reported in columns 3—4 of Table 3.2. Under the FE-OLS in
columns (1) and (2), the results show a positive correlation between the default
rules indicator and the growth rate of GDP per capita. Thus, its impact on economic
performance is positive and statistically significant when we control for fixed
effects and when we use instrumental variable regression in columns (3) and (4).
One can observe that the magnitude of the short-run impact of the number of
contracts is smaller than the magnitude of impact resulting from the binary default
rules indicator. This implies that the presence of at least one contract type
containing default rules does matter in the short term. Furthermore, whether we
consider default rules as a binary or as a continuous variable, the [ estimated
coefficient is significantly more negative than theoretically anticipated. For this
reason, the f-convergence model is an appropriate specification. We will analyze
the results obtained for the endogenous growth model and the first order
autoregressive specification under the robustness checks in Sect. 3.3.4.

However, the binary variable does not capture the marginal impact of the first
codification of one contract type with default rules. Table 3.1 shows that the
contract laws of most of the countries of our sample are designed to codify more
than one, and most often 8 or 9, contract types in one code at the same time, the UK
being the only exception. Thus, the binary variable is not sufficiently precise to
account for the difference in the number of codified contract types with default rules
in the contract laws of our sample of countries: a value equal to one means
codifying all of our ten contract types with default rules in the Civil Law countries
of our sample, but in Common Law countries only the cases of either 1 (UK) or
3 (US) contract types with default rules exist. For this reason, we focus on the
number of contract types with default rules. As an illustration, column (4) of
Table 3.2 shows that codifying one additional contract type with default rules
will increase the log of GDP per capita by 0.38 % in the short term, with a 95 %
delta-method based confidence interval of [0.18; 0.58]. The long-run effect equals
13.3 % with a 95 % delta-method based confidence interval of [5.43; 21.24]. The
speed of convergence toward the steady state value is equivalent to 2.85 %. Hence,
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we can conclude that the codification of default rules for most economically
important contract types favors economic growth.

To strengthen our findings, we have conducted a diagnostic test for the stability
of the model parameters. Indeed, since we considered a long period of study, one
may suspect that the estimates are not stable. The most appropriate test for stability
is the Chow test. This test requires determining a breaking date or a structural break.
Looking at Fig. 3.2, we can distinguish two major subperiods: a period of compa-
ratively slow growth (1870-1939) and a period of strong growth (1939-2008). We
then take 1939 as the breaking date. Under the null hypothesis, the Chow test
stipulates that the estimated coefficients in these two regressions are equal. Col-
umns (1)-(4) of Table 3.2 show that the p-value associated to the Chow test is
substantially more than 5 % implying that the model parameters are Stable.

3.3.4 Robustness Checks

Naturally a check for robustness of this conclusion is required. We consider
robustness along four dimensions.

Firstly, we check whether or not entry or exit of countries in our sample affects
our estimation results. In columns (5)—(8) of Table 3.2, we report results obtained
with instrumental variable regressions. FE-OLS results (available upon request) are
very similar. In columns (5) and (6), we take only the legal systems mother
countries: France, Germany, Japan, and the UK. In column (5), the dummy asso-
ciated with the presence of default rules is not statistically significant. This
non-significance could be explained by the fact that the UK (25 % of the four
sample countries) has codified only one contract type with default rules whereas
France, Germany and Japan have codified all of our ten contract types with default
rules. Indeed, the positive relation between codified default rules and economic
growth is statistically significant when considering the number of contract types
containing such default rules. Hence, we have again found a positive correlation
between codified default rules and economic growth. Our results are not influenced
by the presence in the sample of three countries enjoying the advantages of a major
financial center (UK, US and Switzerland) and two emerging countries (South
Korea and Taiwan). Furthermore, eliminating these countries, one by one, leads
to the same results. As an illustration, we report the results obtained when Taiwan is
excluded from the sample in columns (7) and (8). As an additional robustness
check, and only for this purpose, we also include India and Russia one by one in our
sample countries (results are reported in columns (1)—(4) of Table 3.3. The results
remain unchanged implying that entry of a transforming country like Russia, which
has codified its contract law containing default rules only in 1996, does not modify
our findings (results are reported in columns (3)—(4) of Table 3.3). Further, inclu-
ding India in our sample countries does not modify results (see results in columns
(1) and (2) of Table 3.3). That is, we find again a positive relationship between the
default rules indicator and economic growth.
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Fig. 3.2 (a) Comparison between observed and calibrated GDP per capita of Taiwan, and
observed GDP per capita of North Korea (1950-2008). Source: authors’ calculations. (b) Com-
parison between observed and calibrated GDP per capita of South Korea and observed GDP per
capita of North Korea (1958-2008). Source: authors’ calculations. (¢) Comparison between
observed and calibrated GDP per capita of India, and observed GDP per capita of Burma/Myanmar
(1950-2008). Source: authors’ own calculation
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Secondly, given the difficulty of interpreting data for Germany since the unifi-
cation in 1990, we have conducted a further robustness check (not reported here).
We have truncated the sample period in 1990. We have excluded at the same time
the incidence of US financial development in the light of Philippon (2008). We have
redone the previous estimations for the eight sample countries. The results are
reported in columns (5) and (6) of Table 3.3. Again, we found a positive correlation
between economic performance and codified default rules. The coefficient for the
dummy associated with the presence of default rules equals 1.2 % and is significant
at the 10 % level. Here, the coefficient for the number of contract types equals 0.34
and is statistically significant at the 1 % level.

Thirdly, we use alternative specifications. In columns (7)—(10) of Table 3.3, we
report the FE-OLS results obtained by estimating the two alternative specifications:
Egs. (3.1) and (3.4), i.e. the AR (1) model. We found again a positive correlation
between economic performance and the codified default rules. Thus, our results are
not influenced by the model specification. Under all regressions for robustness, the
Chow test shows that the model parameters are stable.

Lastly, additionally and as an illustration, we estimate the model (1) for the eight
sample countries by taking a default rule indicator for each contract type offering
default rules separately. Results are reported in Table 3.4. Again, we find a positive
relation between codified default rules and economic performance at contract type
level. The Chow test also guarantees the stability of the model parameters since its
p-value is always greater than 5 %.

In sum, we find that default rules, measured by their presence or absence in
codifications of contract law for at least one of the ten economically important
contracts or for each contract type or furthermore by the number of economically
important contracts types containing such rules, favor economic performance.
Whether we use balanced/unbalanced panel, exclude or add some countries or
truncate our sample period or use alternative specifications, the result is still robust.

3.3.5 Numerical Illustration

To illustrate the impact of adopting codified default rules on GDP per capita, we
simulate a counterfactual scenario showing what would have been the evolution of
GDP per capita of Taiwan and South Korea had they not adopted default rules. We
compare the two situations with North Korea since the GDP per capita of these
countries was similar in the 1950s and North Korea has never adopted default rules
as explained in the previous section. Based on the data, the economic performance
of Taiwan and South Korea remains greater than that of North Korea. However,
based on the regression (4) in Table 3.2, Fig. 3.2a, b shows that, without contract
types with default rules, Taiwan’s GDP per capita as well as South Korea’s GDP
per capita would be much less than what we observe. In other words, Fig. 3.2
illustrates that codifying ten contract types with default rules (which is a huge
institutional change as explained in Sect. 3.1) multiplies GDP per capita by almost



76 R. Boucekkine et al.

three in the long run. Furthermore, North Korea could have grown faster than both
South Korea during the period 1963—1985 and Taiwan in the period 1953—-1985.
This scenario confirms the hypothesis that default rules matter for economic
performance.

In order to offer a similar illustration in a set of common law countries, we could
simulate a counterfactual scenario by comparing the case of India used in our
robustness checks in Sect. 3.3.4 with that of Burma. As reported in Sect. 3.2.3.2
the Anglo-Indian Contract Act of 1872 codified four economically important
contract types whereas the UK codified only one contract type, the sale of goods,
in 1893. Had it not been for the transplant effect, India’s economic performance
could have been expected to overtake that of the UK even before independence.
Burma became part of the British colony of India in 1886 and all Anglo-Indian acts
were codified for Burma in the Burma Act of 1898 (Finch and Schmahman 1997).
In 1934, Burma became a separate British colony, but the contract law of the Burma
code remained in force. In 1947, Burma declared independence and established its
own High Court and Supreme Court. But just like India, it continued to apply
colonial codified law. In 1962, however, the first military coup abolished the
parliament and the two courts of appeal. In 1965 a new “Chief Court” directing
all judges to find the law no longer in the common law but in Buddhist law
(Southalan 2006). In 1972 a “system of people’s justice” replaced the independent
judiciary. Prevailing opinion considers that Burma since then was “dislodged from
the common law family to the socialist law family” (Huxley 1998). Following the
military coup of 1998, a new Judiciary Law of 2000 has reintroduced some degree
of independence of the judiciary, but always under the implicit condition that the
interests of the military authorities are not touched (Southalan 2006). Hence, at
least from 1965 to 2000, we must assume that unlike India, Burma has not applied
the default rules for the four contract types codified in the Anglo Indian Contract
Act and the Burma code.

Figure 3.2¢ highlights that without contract types with default rules, India’s GDP
pc shall be much less than what we observe. Further, Burma should have grown
faster than India during the period 1976-1987. Even if the GDP pc in Burma
experienced a severe decline in 1987; its trend displays a takeoff since 2000.
Accordingly, Burma’s GDP pc should have caught up and exceeded the GDP pc
for India from 2000. Again, this scenario reinforces our findings that default rules
matter for economic performance.

3.4 Conclusion

In this chapter, we have shown that contract theory, which focuses on codified
default rules reducing information asymmetries and transaction costs, qualifies
LOT’s claim that common law is economically superior to civil law. To address
this issue properly, we selected a sample of ten of the most important economic
contract types and kept track of the number and timing of the codification of default
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rules for these contract types between 1804 and 1987 in eight representative
countries: France, Germany, Japan, the UK and the US as representative of “legal
origins” influencing other countries legal systems, South Korea and Taiwan as high
growth countries having voluntarily and autonomously chosen to adopt civil codes
in the 1950s as purposefully designed amalgams of domestic legal traditions and
borrowed Western patterns, and Switzerland as a prominent case, counterintuitive
from LOT’s point of view, of a country combining a history of peace, a civil law
legal system and the status as a major financial center.

In order to identify the impact of the presence or the absence of codified default
rules on economic performance, as measured by per capita GDP growth in
prolonged times series between 1870 and 2008, we have performed an extensive
econometric evaluation combining the most advanced tools in panel data analysis
and more standard techniques. Controlling for time and country fixed effects we
have found that codified default rules do favor economic performance across the
cleavages of legal origins. But our analysis also reveals that the higher the number
of economically important contract types codified with such default rules, the
greater the economic effect. This is reflected in the evolution of per capita GDP
of the six civil law countries of our sample as compared to the two common law
countries. While all of the former have codified all 10 of the economically most
important contract types selected, the latter have offered their business communi-
ties codified default rules for only 1 (UK) and 3 (US) contract types. We submit that
the six civil law countries, which have overtaken the per capita GDP growth of the
UK or have emerged on a sustained path of convergence without enjoying the
advantages of a financial center, owe part of that performance to their much higher
number of codified default rules easing the conclusion of enforceable contracts.
Moreover, Switzerland’s per capita GDP exceeding that of the UK for eight decades
and that of the US for three decades in the inter-war and post-World War II periods
invalidates LOT’s assumption that civil law is not a favorable environment for the
supply of capital to financial markets. We consider these two conclusions as
important qualifications of legal origins theory from the point of view of contract
theory. While qualifying legal origins theory, our results strongly confirm institu-
tional economics in its core of contract theory.
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Chapter 4
Contract Modification as a rebus sic stantibus
Solution to the Subprime Crisis

Henrik Schmiegelow and Michéle Schmiegelow

4.1 Introduction

The preferred levels of analysis of the global discourse on the origins of the
subprime crisis appeared to be ethical and epistemological. Bankers saw their
morals questioned. Cognitive errors in financial innovation were revealed. The
economics discipline recognized its disarray. The debate on the resolution of the
crisis focused on public policies: short-term macro-economic policies and special-
ized regulatory reform of the financial sector to avoid recurrence of a similar crisis
in the future. The chosen levels of discourse and policies masked the fact that the
subprime crisis was—and remains—a balance sheet crisis of the household and
financial sectors, and that further deterioration of balance sheets cannot be effec-
tively prevented without solving issues of private law between the parties of the
economic transactions involved. The legal fields concerned are contract law,
property law and enforcement law.

We have been arguing since 2009 that comparative lawyers of both civil law and
common law countries, as well as scholars interested in the relationship between
law and economics, should make a transnational case for solving the subprime
crisis on the level of private law in addition to macro-economic remedies and
regulatory reform (Schmiegelow 2009b; Schmiegelow and Schmiegelow 2009).
We felt that there was no way around relating the cognitive challenges to the
economics discipline arising from the subprime crisis to their legal consequences
and solutions. We proposed looking at what the philosophy of science has to say
about law and economics. We hoped such an exercise would promote readiness for
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compromise; compromise between the parties of mortgage contracts, of sales of
mortgage-backed securities (MBS), of settlements between regulators and banks, of
debate in the US Congress and, finally, within the US Government, presupposing a
view to rapid voluntary correction of invalidated assumptions and to contract
modification on the basis of the rebus sic stantibus principle.

Most remarkably, leading economists of both neo-classical and Keynesian
persuasion (Feldstein 2011; Krugman 2011) did plead strongly for mortgage
modification as a crucial method of solving the subprime crisis. The Obama
Administration attempted various programs of support for homeowners, unsuccess-
fully on the legislative level and with mixed results on the level of the executive
agencies. The US Congress remained deeply divided ideologically on many points,
among others on the issue of whether “predatory lenders” or “predatory borrowers”
had caused the crisis, but in the end adopted the Dodd-Frank Wall Street Reform
and Consumer Protection Act (US Congress 2010). This is considered to be the
most ambitious regulatory reform since the Great Depression with the aim of
preventing recurrence of similar crises in the future.

In stark contrast to the soul-searching debate in the economics discipline on the
origin and the resolution of the crisis (Shiller 2005, 2008; Akerlof and Shiller 2009;
Samuelson 2009; Spence 2009; Summers 2009; Krugman 2008, 2011; Feldstein
2011; Admati and Hellwig 2013), contributions from the American legal profession
were conspicuously rare. Kenneth Dam, the eminent scholar of comparative law,
wrote an eloquent working paper on issues of financial regulation from inter-
national and comparative perspectives, noting that European banks eagerly partici-
pated in the subprime securitization through off-balance sheet entities and used
even more leverage in doing so than US banks (Dam 2010). New York Attorney
General Eric Schneiderhan gained media prominence by prosecuting banks for
defrauding investors who had bought MBS (New York Times Editorial October
2, 2012). So did Judge Jed Rakoff of the Federal District Court for the Southern
District of Manhattan by rejecting a settlement between the US Securities and
Exchange Commission (SEC) and Citigroup, which allowed the bank “neither to
admit, nor to deny allegations” of securities fraud in selling MBS (New York Times
November 28, 2011). Among legal scholars specializing in bankruptcy law, Adam
Levitin, Assistant Professor at Georgetown University Law School, was a rather
lonely, but sharply critical voice on the mortgage lending, securitization and
foreclosure practices of leading American banks (Levitin 2009).

That leading Wall Street law firms remained silent may be understandable, since
most of them were professionally involved in the securitization process of MBS.
That LOT’s authors remained silent—as far as we can see—is more significant,
since, as mentioned in Chap. 3, at least two of them, Andrei Shleifer and Robert
Vishny, have been considered pioneers of behavioral finance and should therefore
be concerned by how to restore the trust between lenders, borrowers, securitizing
banks and MBS investors, which unraveled so completely in the subprime crisis.
This trust, they had posited, grows in common law countries rather than in civil law
countries. Now that the trust has broken down, it is time to mobilize the resources of
both common law and civil law to repair it.
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Meanwhile, the balance sheets of banks remain impaired in one way or the other
by the “legacy” of toxic securities. This legacy may have been neutralized in
various ways in different countries, transferred to “bad banks”, bought by the
Federal Reserve, or allowed to not be considered in stress tests of banks in the
US. But, of course, it has not gone away and remains to be settled in some more or
less distant future. In the mean time, it continues to be in the joint interest of all
parties concerned to maintain as much value as possible in homes, mortgages and
MBS and the least costly way to do so remains, as we continue to argue, contract
modification using the rebus sic stantibus principle.

The narratives of the subprime crisis reflect a cognitive reversal invalidating
assumptions basic to millions of mortgage contracts and their securitization
(Sect. 4.2). The appropriate legal consequence of such a situation, and a functional
contribution to solving the crisis at the same time, would be the application of the
rebus sic stantibus principle, i.e. the adjustment of contracts to supervening events
changing vital circumstances assumed to prevail at the time of the parties’ agree-
ment. As a legal reflex to a cognitive crisis, rebus sic stantibus should be understood
as part of the process of conjectures and refutations in Karl Popper’s critical
rationalism. As an instrument with roots in Roman law, which has been recognized
since the Middle Ages in international law, but under various modern doctrines also
applies to private contracts in both common law and civil law countries, it is a time-
tested legal frame for reestablishing Hayekian spontaneous order after the crisis
(Sect. 4.3).

It matters little whether a rebus sic stantibus solution to the subprime crisis is
sought as judicial relief or by legislation. While LOT attributes a greater adaptive
quality to case law, as in the common law, than to legislated codes, as in civil law, a
closer look at legal philosophy, comparative law, and, not least, American legal and
economic history reveals that both common law countries and civil law countries
increasingly rely on the functional interaction between legislative and judicial
processes. The only judicial relief for changed circumstances offered by English
common law, i.e. complete contract discharge would be clearly dysfunctional in
cases such as the subprime crisis (Sect. 4.4).

Aluminum Co. of America vs. Essex Group is an important American precedent
of contract modification in case of changed circumstances. Since in that case the
supervening event was also an economic crisis invalidating long-held price assump-
tions, namely the two massive oil price rises in the 1970s the ruling would appear
unquestionably relevant. However, as in Alcoa’s case the “changed circumstance”
was a rise in the production costs of a firm that might have hedged against such an
event, the ruling has not met with unanimous approval in American jurisprudence.
So far, Germany’s hyperinflation from 1919 to 1923 appears to be the only
economic crisis that effectively triggered an adaptive judicial response to change
in macro-economic circumstances. The landmark ruling of the German Supreme
Court, the Reichsgericht (Germany’s supreme court (court of last resort) of ordinary
jurisdiction in all matters of civil and criminal law from 1879 to 1945 (RG)), of
February 3, 1923 applied a modernized form of the Roman law rebus sic stantibus
principle to protect a creditor against unforeseeable hyperinflation practically
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wiping out his claim. Expecting the parties of a contract to renegotiate it in good
faith in such a supervening event, the ruling may serve as a functional pattern for
contract modification in an economic crisis (Entscheidungssammlungen des
Reichsgerichts in Zivilsachen 103, 328). While the revaluation of debt was the
RG’s solution in a case of hyperinflation, its logic would require a devaluation of
the debt, or at least of the debt service, in a case of deflation (Sect. 4.5).

The “basic assumption” of a future rise in US house prices beyond historical
levels, i.e. house price inflation, was a vital circumstance for subprime mortgage
contracts (Sect. 4.6). The massive house price deflation since 2007 was the super-
vening event calling for downward modification of mortgage debt (Sect. 4.7).
Modification of more than 15 million mortgage contracts and the re-pricing of
related securities is a major management challenge, the more so as Neil Barofsky,
the Special Inspector General of the Troubled Asset Relief Program (TARP) called
for the supervised screening of each mortgage slice packaged in each asset-backed
security to prevent conflicts of interest or fraud. The American recording system,
which has been found by most recent econometric analysis to be more costly and
time-consuming than public registries existing in other major countries, may
constitute an additional impediment to rapid crisis resolution (Sect. 4.8).

However, as a “balance sheet recession”, the subprime crisis calls for rapid
damage control. It is comparable to the Japanese deflation after the bursting of the
bubble of the late 1980s in 1991, only on a much larger scale and with global
effects. To avoid the pattern of Japan’s “lost decade” on a global scale, cognitive,
legislative and judicial progress towards protecting the balance sheets of the
household and financial sectors against further deterioration remains urgent
(Sect. 4.9). Pending further legislative, executive or judicial solutions in the US,
we propose a notional application of rebus sic stantibus wherever possible, and
more particularly in re-pricing of “toxic assets” burdening the balance sheets of
banks or of institutions having relieved them of this burden for ring fencing
purposes, such as for bad banks and central banks. It would be in the financial
industry’s own best interest to rebuild Hayekian spontaneous order by simulta-
neously initiating processes of contract modification and balance sheet adjustment,
the latter anticipating the former and the former serving as feed-back loop for the
latter. The sooner this happens, and the lower the levels at which banks can
crystallize losses, the easier it will be for them to rebuild capital adequate for the
resumption of their function of financial intermediation (Sect. 4.10).

4.2 The Subprime Crisis as a Cognitive Reversal

The narratives of the US subprime crisis shatter vital assumptions about economic
transactions prevalent both in mainstream economics and in financial markets.
From inside the banking sector, Stephen Green, then Chairman of HSBC, blamed
the “arrogance and greed” of banks that “nearly destroyed the world economic
system” (Green 2009, at 1). Paul Samuelson, the educator of generations of
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economists, castigated the securitization of subprime mortgages in asset-back
securities (ABS) and their insurance by credit default swaps (CDS)—until recently
considered to be products of financial innovation—as “fiendish Frankenstein mon-
sters” created by “quants” on Wall Street, “some of them by people like me”
(Samuelson 2009). Lawrence Summers spoke of a “fatal blow” to the theory of
self-regulating markets (Summers 2009). Angela Merkel (2009) and Sarkozy
(2009) saw the sudden ideological turnaround from deregulation to re-regulation
as vindications of Germany’s social market economy or France’s state-guided
economy respectively, masking fundamental differences between Germany’s
ordo-liberal free market philosophy (Blum 1969; Streit 1992) and France’s tradi-
tionally Colbertist policy pattern (Schmiegelow and Schmiegelow 1975). Gordon
Brown, the former promoter of the City of London’s light touch, called for “morals
in markets”. Paul Krugman pleaded for massive fiscal expansion in all major
economies, while Peer Steinbriick, Germany’s fiscally conservative social demo-
crat former Minister of Finance, rejected US and UK stimuli as “crass Keynesian-
ism”, in turn provoking Krugman to “crass warfare” (Krugman 2008) in economic
policy debate. Each of these narratives may reflect part of the truth; none can offer a
solution at the root of the crisis in the American real estate and financial sectors.
The global crisis discourse ignores the fact that there can be no sustainable
solution to the subprime crisis until issues of contract law, property law, and
enforcement law in the US are resolved. These issues are the first link of a chain
of causation from successive waves of foreclosures of delinquent mortgages across
the US to a full-blown global economic crisis. The chain runs through the persistent
stalemate between “sell side” and “buy side” of Wall Street’s MBS market, the
impossibility to assess fair values of such securities, the reluctance of American and
European banks to clean their balance sheets of such “toxic assets” for fear of
exposing the capital shortfall resulting from write-downs, the failure of such banks
to assume their function of financial intermediation, the credit crunch for consumers
and small and medium size enterprises, the self-elimination of the US as consumer
of last resort of the world economy, the dramatically shrinking exports of surplus
countries like Germany, China and Japan, rising unemployment and massive fiscal
stimuli in all large economies, ending in public debt at precarious levels, and
contributing to the Euro zone sovereign debt crisis. The global economic and social
cost of unresolved legal issues in the American real estate and financial sectors is
mounting. The health of the American and the European banking sectors remains
fragile, the intermittent recovery of a small number of leading American banks
outperforming the sector notwithstanding. The world economy depends on either a
rapid realization of the enlightened self-interest of the financial industry or on
America’s—much more lengthy and costly—legal process rising to the occasion.
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4.3 How rebus sic stantibus Could Function in the
Current Crisis

Like any cognitive reversal involving the refutation of flawed conjectures by
empirical evidence, the subprime crisis calls for efforts in critical rationalism on
both cognitive levels and levels of public policy and individual practice. That the
artificial maintenance of conjectures refuted by empirical evidence is not only bad
science but can be extremely costly to the economy and society needs no further
explanation since Karl Popper’s philosophy of science became the leading meth-
odology of natural science and his theory of society the model of open societies.
The standard references are Popper’s works on scientific methodology (1934/1959),
on the relation between philosophical problems and science (1963), and on evolu-
tionary rationalism and societal organization (1945). Friedrich von Hayek applied
Popper’s critical rationalism to economics, which meant to question the construc-
tivist rationalism of some of the models of neo-classical price theory, general
equilibrium theory and rational expectations theory, as they appeared immunized
against refutation by empirical market developments, including market failures
such as the Great Depression (von Hayek 1952 particularly p. 25; von Hayek
1973, p. 46; von Hayek 1978, p. 23). Both more modest and more rigorous than
economic model builders in the constructivist mold, Hayek considered market
prices as the result of a “spontaneous order” arising from the meeting of subjective
valuations of market participants (von Hayek 1996). His attack on “scientism” in
his 1974 Nobel lecture, if reread today, sounds as if he had foreknowledge of
Paul Samuelson’s narrative of “fiendish Frankenstein monsters” engineering the
subprime crisis.

Letting the chain of causation summarized in Sect. 4.1 continue to run its course
without adjusting contracts and balance sheets to the refutation of flawed assump-
tions about future house prices by a supervening financial crisis would not only be
like maintaining the Ptolemaic doctrine of geo-centrism against Galileo’s helio-
centric evidence, but the final reckoning would destroy economic value all the
more, the later it comes. Rapid adjustment of contracts and balance sheets would lift
the persisting cognitive fog obscuring the conditions for an early and a sustained
recovery. It would involve limited and calculable write-downs as well as reduced
recapitalization needs in the financial sector, since modified mortgage contracts
would still preserve the major part of the principal and generate considerable,
though reduced, interest revenue. The impact on the value of MBS would be
measurable and moderate compared to the risk of complete write-downs in the
absence of timely adjustment.

Voluntary contract modification based on efforts at critical rationalism by all
parties involved would be a paradigm of Hayek’s spontaneous order. As Hayek has
recognized, spontaneous order in markets relies on general rules of law offering
orientation to the behavior of market participants (von Hayek 1973). As opposed to
Richard Posner’s positivist approach to economic analysis of law (Posner 2003),
Hayek does not analyze law as a dependent variable of rational expectations in
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efficient markets, but, inversely, markets as depending on the rule of law within a
larger social order (Mestmicker 2007). Although the law does respond to change in
economic and social development, it does so in an evolutionary cognitive process as
“new situations, in which the established rules are not adequate, will constantly
arise, requiring the formulation of new rules by the judges” (von Hayek 1973,
Vol. 1, p. 119).

A perfect illustration of the difference of Posners’ positivist approach and
Hayek’s evolutionary legal philosophy is the difference between the “efficient
breach” and the “rebus sic stantibus” doctrines in contract law. Posner is the leading
proponent of the “efficient breach” hypothesis, arguing that a party should be
allowed to breach a contract and pay damages, if doing so would allow him to
obtain greater profit by contracting with a third party. The efficiency requirement
would be satisfied if the damages paid in compensation for the breach would leave
the promisee in as good an economic position as he would have occupied had
performance been rendered (Posner 1986). Posner believes the common law inher-
ently legitimizes such efficiency seeking. A closer look at English law reveals,
however, that it does not condone the discretionary substitution of a contractual
right by a mere remedy for breach of contract (Friedman 1989). Contract law would
be no longer a rule of law offering reliable orientation to all market participants if
any one of any pair of contracting parties could “breach” it “efficiently” at any time
at his discretion.

The rebus sic stantibus doctrine, on the contrary, cannot be invoked to obtain
contract discharge or modification at any time by any one contracting party seeking
higher rewards elsewhere, but only in cases of a change in vital circumstances by
supervening events independent of the discretion of the parties. To be sure, the
rebus sic stantibus principle will also offer greater economic efficiency than
impractical contract enforcement, if the supervening event invalidates basic
assumptions of the contracting parties about market conditions. But at the same
time, it is a general principle of law resulting from an evolutionary cognitive
process of the Hayekian type beginning in Roman jurisprudence with Seneca and
Cicero (Zimmerman 1990) and finding its most modern expressions in the contract
law of both common law and civil law countries. In this and the following sections,
we argue that the rebus sic stantibus principle offers not only an immediate crash-
barrier in the crisis, but also orientation for restoring spontaneous order after the
crisis.

Significantly, the Obama Administration has recognized the problem of fore-
closures at the beginning of the chain of causation of the subprime crisis in two
initiatives, the “Helping Families Save Their Homes in Bankruptcy” Bill of January
2009 in the US Congress (US House of Representatives 2009) and the “Making
Homes Affordable Program” of the Administration initiated in March 2009
(US Department of the Treasury 2009). To be sure, these initiatives were ostensibly
intended more as palliatives to symptoms of social hardship, while crisis resolution
was sought in macro-economic policies and regulatory reform. But, unknowingly,
the two initiatives already contained the cognitive seeds of what could be part of an
effective cure of the economic illness: mortgage modification. Unfortunately,
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against the financial industry’s own best interests, a lobbying campaign by the US
banking sector stopped the first initiative in its tracks,' and the reluctance of
mortgage servicers to respond to the offered public incentive of $1.000 per avoided
foreclosure deprived the second of any significant effect.” By September 2009,
there was an inventory of delinquent or foreclosed mortgages of some seven million
houses.’

While foreclosures are part of the chain of crisis causation, their avoidance alone
will not solve the threat of severe balance sheet deterioration—visible or hidden by
exemptions from accounting rules—of both the financial and the household sectors,
which characterizes the crisis. To be both fair and effective, contract modification
would have to be made available to all relevant homeowners before they default on
their mortgage. The number of homes in the US that are “underwater” (in negative
equity), i.e. facing the prospect of mortgage delinquency and foreclosure either
actually or potentially, as the value of the home covers reduced percentages of the
principal of the mortgage, was 15 million in July 2009,* more than double the actual
inventory of mortgages already delinquent or foreclosed. There is thus a ground-
swell of potential supply in the US real estate market that has not yet reached the
surface, but that will depress house prices, and hence balance sheets, as soon as it
does. The offer of contract modification to subprime mortgage debtors could break
that groundswell. The aggregate results of such contract modifications would
inform write-downs in the balance sheets of lenders, the re-pricing of MBS and
CDO and the recalculation of bonuses indexed to performance. They would stabi-
lize the markets at much higher levels than what will have to be expected if the
vicious cycles of balance sheet deterioration go on unchecked.

In legal terms, the application of the rebus sic stantibus principle to the subprime
crisis would mean to take the cognitive and economic reversals referred to in
Sect. 4.1 seriously, as a change in vital circumstances. All parties involved in the
household and financial sectors should anticipate that, in the fullness of time, court
rulings or new statutes will eventually lead to adjustments of contracts so that no
individual contracting party, nor the taxpayer, would have to bear an unfair share of
the as yet unquantifiable losses. The problem is that, given the continuing risks
resulting from the legacies of the subprime crisis for the economies of the affected
countries, they do not have the “fullness” of time. The sooner they begin under-
standing the rebus sic stantibus rule as a way to unfreeze the stalemate of untenable
claims, the better the outlook for their eventual balance sheets.

The “greed” narrative of the subprime crisis puts the blame on “predatory
lending” by banks to low-income homeowners. Indeed, American lenders and
brokers eagerly collected fees even on “Ninja loans” (no income, no job, no
(questions) asked) amounting to more than 100 % of the value of the home at the

! Ailing banks still wield influence. International Herald Tribune 15, 6 June 2009.
2Early hope for mortgage help recedes, International Herald Tribune 17, 6 July 2009.
3 Authers (2009).

*Nocera (2009).
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time of the contract (Soros 2008). “Teasing rates” of about 2 % were offered for the
first few years, thereafter rising to about 8 %. The implicit assumption of these
mortgage contracts was that house prices would continue to rise beyond historical
patterns, making it easy for subprime owners to reschedule their debt. Millions of
them became an easy prey to such temptation.

Not so, said former US Senator Phil Gramm,’ this was “predatory borrowing”.
The homebuyers should have read their mortgage contract and been aware of the
limitations of their income and assets. In such instances, the sanctity of contracts
must be respected, a common law judge of the classical tradition would rule. And
any lawyer in European or Asian civil law countries would tend to agree on first
instinct, mindful of the Roman law rule pacta sunt servanda, enshrined in all
modern civil codes.

But wasn’t it immoral, implies the “moral narrative”, to expose the inexperi-
enced borrower to the risk of foreclosure, should home prices and wages not
continue their assumed upward path? Wasn’t the packaging of such mortgages in
MBS and their sale to institutional investors a breach of trust? Civil law codes such
as France, Germany’s, and Japan’s, as well as the Uniform Commercial Codes of
the States of the US (UCC) have answers to these questions. They moderate the
“animal spirits” (Akerlof and Shiller 2009)° of market participants by general
clauses. These clauses require contracting parties to negotiate and implement the
contract in good faith. And good faith, courts in most civil law countries and the US
recognize today, also requires contracting parties to adjust the contract when
supervening events result in changes of vital circumstances they assumed to be
present at the time of the contract or in the future.

This concretization of the rebus sic stantibus principle as a case of the codified
rule of good faith originated in Germany in the 1920s under the term Wegfall der
Geschdftsgrundlage (invalidation of the basis of transaction) in reaction to severe
post World War I disruptions of the German economy. With Paul Oertmann’s
monograph Die Geschdftsgrundlage: ein neuer Rechtsbegriff (The Basis of Tran-
saction: a New Legal Concept) of 1921 serving as a long overdue jurisprudential
pathfinder, the judge-made doctrine took off just 1 year later. The landmark case
was one of severe inflation between contract date and due date. In 1923, the RG,
following Oertmann, ruled that contract modification, in this case revaluation of the
debt, was the only solution in accordance with §242, the general clause of good
faith in Germany’s Biirgerliches Gesetzbuch (Civil Law Code, hereafter BGB)
(RG 103, 328). In France, a similar line of reasoning under the doctrine of impré
vision (want of foresight) was initiated by the Cour de Cassation (Court of
Cassation) in the 1990s as part of a more comprehensive reorientation of French
contract law towards standards of good faith. Leading cases are Cass com
3 November 1992, Bull civ IV no.338, Cass com 24 November 1998, Bull civ IV
No. 227 (Fauvarque-Cosson 2013).

3 A convinced deregulator, even now. International Herald Tribune 13, 18 November, 2008.
6 See also Shiller (2009), at 9.
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In what Glenn calls Asia’s legal tradition, the doctrine of rebus sic stantibus
finds easier acceptance than the Roman law rule pacta sunt servanda (Glenn 2004).
In Japan, adjustment to change of vital circumstances ( jijou henkou) is not only
categorized as a requirement of good faith, enshrined, most prominently among all
Civil Codes, in Art. 1 of the Japanese Civil Code of 1897 (Sawada 1968; Iijima
1994; Kubo 1999), but also considered as a necessary condition of openness of a
dynamic market economy and business environment to pragmatic adaptation. There
are cultural interpretations of Japanese pragmatism (Haley 1998), but its functional
qualities in Japan’s modern economic development are just as easily analyzed in
terms of American philosophical pragmatism and of critical rationalism in the
philosophy of science (Schmiegelow and Schmiegelow 1989).

Rebus sic stantibus also had an important place in China’s legal doctrine since
the founding of the Republic in 1912 (Wang 1997). The Chinese term shiging
biangeng uses the same Chinese characters as the Japanese term jijou henkou.
Adjustment of contracts to changed circumstances was explicitly included in
various drafts of China’s new Contract Law (Liu 2008). The final version promul-
gated in 1999, which was decisively influenced by UNIDROIT principles, instead
followed the legal technique of major civil codes by relying on the general clause of
good faith (§4), which opens the way for judicial recognition of changed circum-
stances (Liu 2008). Indeed, in February 2009, the Supreme People’s Court of China
issued guidelines on the interpretation of the Contract Law in cases of changed
circumstances in general (Fashi No. 5 of February 9, 2009, Section 26), and as early
as July 7, 2009, on circumstances changed as a result of the financial crisis (Fafa
No. 40 of July 7, 2009). Most significantly, it favors contract modification nego-
tiated between the parties over complete discharge from the contract, remarkably
reminiscent of RG 103, 328 in its landmark ruling of 1922, which we will discuss in
more detail in Sect. 4.4.

English and American lawyers have been familiar with the clausula rebus sic
stantibus in international law for centuries. Most notably, one of the earliest
invocations of the scholastic version of the doctrine was by the protestant Queen
Elizabeth I of England against the Netherlands (Oppenheim and Lauterpacht 1954,
at 939(n)). Today, the common law, too, recognizes supervening events resulting in
changed circumstances. Lawyers advising firms on mergers and acquisitions, for
example, frequently include a “material adverse change” clause in the agreement,
which allows their clients to get out of the deal, if the target company’s performance
deteriorates after the agreement was signed. Invoking the clause usually leads to
litigation ending the agreement or prompting parties to renegotiate the terms of the
agreement. In the case of the take-over of Merrill Lynch by Bank of America in
2008, the risk of such an invocation may have been on former Treasury Secretary
Henry Paulson’s and Federal Reserve Chairman Ben Bernanke’s minds when they
supported the take-over as a “rescue”.’

" Examining the Anger on Merrill Deal. International Herald Tribune 9, July 18, 2009.



4 Contract Modification as a rebus sic stantibus Solution to the Subprime Crisis 93

In cases of contracts without such clauses, common law courts consider whether
there are conditions implied in law as default rules to fill the gap in the language of
the contract. English courts do so when the changed circumstance would make the
contractual performance “fundamentally different”. American courts speak of
“basic assumptions” not obtained, making performance “impractical”. Tradition-
ally, however, common law courts have not seen it as within their power to adapt or
modify contracts to changed circumstances. The only legal consequence they have
recognized within narrow bounds is complete discharge of the contract. English
courts developed, and American courts followed, the doctrine of “frustration of
purpose”, under which a party may be discharged from the contract if the other
party’s return performance has become so worthless as to frustrate the first party’s
purpose in making the contract (Farnsworth 2006). The leading cases are Taylor
v. Caldwell (1863) 3 B&S 826 and Krell v. Henry (1903) 2 KB 740; the doctrine is
reflected in §261 of Restatement 2nd.

In the US, however, the adoption of the UCC in all US States in the 1950s
brought a significant enlargement of the English tradition of narrowly focusing on
explicit or implied terms of the contract towards a more substantive reasoning
including moral, economic, political or institutional considerations (Atiyah and
Summers 1987). The most important institutional reflection of this opening was
the general clause of good faith in 1-103 UCC, reconfirmed by §205 Restatement
2nd. Arguably, this moved the US to a course of closer convergence with French,
German and Japanese civil law than with English common law. Whereas general
clauses of good faith are considered to be distinctive features of all major civil
codes, English courts have been “adamant in refusing such a restraint on the
behavior of a contracting party” (Farnsworth 2006, at 919).

Hence, today, the US appears institutionally much better prepared than England
to cope with an invalidation of basic assumptions as in the narratives of the
subprime crisis. More particularly, some voices in common law jurisprudence
(Speidel 1982; Farnsworth 1990; Nottage 2008), §272 of Restatement 2nd and at
least one major court ruling, Aluminum Co. of America vs. Essex Group (1980)
499 Federal Supplement 53, have recognized that contract modification rather than
contract discharge may be required by the standard of good faith, especially in cases
of long-term contracts.

As must be obvious to any American mortgage broker, lender and borrower, any
“quant” on Wall Street, any originator of an MBS, and any buyer of such securities,
the “basic assumption” of rising American house prices beyond historical levels did
not hold true. The purpose of making homes affordable to subprime owners thanks
to such price rises was clearly frustrated by the failure of the mathematical models
on which the marketing and the securitization of subprime mortgages was based. It
must be equally obvious to all parties involved however, that the complete dis-
charge of mortgage contracts would completely cancel whatever value delinquent
mortgages might still represent for lenders and borrowers. MBS would be devalued
much more than necessary by such a complete disappearance of the subprime
portion of their coverage.
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Clearly, the solution of classic English common law, if applied across-the-board
to the subprime situation, would be severely dysfunctional from an economic point
of view. Depending on individual cases, the complete discharge of the borrowers
from their mortgage obligations might turn out as an unjustified windfall rather than
an ethically and functionally appropriate protection against an unfair burden from
changed circumstances. The winding up of balances of paid out principal and past
debt service for millions of mortgages constitutes an enormous management burden
at incalculable transaction cost and full of legal risk for lenders and borrowers alike.
For lenders, MBS originators, and MBS buyers alike, complete contract discharge
would constitute an immediate book loss of the entire securitized principal and
capitalized interest. Banks with MBS on their balance sheets would have to write
down the affected portions of mortgage packages completely and immediately.
They would be particularly threatened by the “perverse incentive” of CDS. CDS are
tradable derivatives that normally function as default insurance for debt. If a
borrower defaults, the protection buyer receives compensation from the seller.
But CDS may also attract buyers simply seeking profit by bearish bets against
banks seeming to come within reach of conceivable default by exposure to
troubled MBS.

MBS debt would turn from merely “toxic” to “lethal” for many banks still
protected by special exemptions from fair value accounting rules embellishing
balance sheets in the US, or “bad bank” regimes in Germany. In fact the explicit
reason of these exemptions, i.e. to buy time until present dysfunctional market
conditions become normal again,8 would have lost its “raison d’€tre”. As soon as
common law precedents of complete contract discharge were applied to subprime
mortgage contracts, there would be no way of maintaining any benefit of the doubt
as concerns the valuation. The complete destruction of the value for lenders and
MBS holders would have to be acknowledged. The impact on credit markets, stock
markets, and real economies depending on financial intermediation would be
catastrophic. Demand for public bailouts and recapitalization of banks as well as
fiscal stimuli would immediately soar beyond levels making any economic sense.

Of course, we can assume that the authors of LOT never looked at the frustration
of purpose rule of judge-made law in England and Wales, the mother country of the
common law. But one may just wonder how they would consider the disastrous
economic consequences of complete contract discharge in a case such as the
subprime crisis. Clearly, if there are significant differences in the economic quality
of legal origins, as LOT assumes (La Porta et al. 1997, 1998, 2008), we find them
not only between common law and civil law, but also, and significantly so, between
the judge-made or codified laws of the two leading common law countries.

8Us Congress helped banks defang key accounting rule: The payoff is likely to be fatter bottom
lines in the second quarter. Wall Street Journal, 4 June 2009, 14.
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4.4 A Legislative or a Judge-Made Solution?

Obviously, contract modification is overwhelmingly preferable to contract dis-
charge in such a situation. The two initiatives of the Obama Administration already
mentioned in Sect. 4.2 clearly reflect that preference on the level of analysis of
economic policy. Had the Administration and the Congress majority followed the
cognitive path of that preference to the legal level of analysis, it might have gone to
the heart of the matter and endowed common law judges by statute with the power
of giving parties the choice of modifying contracts. That would have saved the
fiscal cost of the $1,000 subsidy per avoided foreclosure to the mortgage service
industry in the Administration’s “Making Homes Affordable Program”.

It would also have helped reopening the “adaptability channel” of American law,
which, according to LOT (La Porta et al. 1999, 2008), is the distinctive advantage of
common law as compared to civil law. LOT proposes two channels linking legal
infrastructure and substantive content of rules: an “adaptability channel” distin-
guishing common law as inherently more “adaptive” than civil law, thanks to its
reliance on judicial rule-making (Beck et al. 2003), and a “political channel”
marking a “regulatory bias” in civil law with greater opportunities for inefficient
rent-seeking (Rajan and Zingales 2003).

In fact, from a comparative and historical perspective, quite the opposite dis-
tinction appears between the two great legal families, at least as far as adaptation to
vital change in circumstances is concerned. With Paul Oertmann’s monograph of
1921 and RG 103, 328 of February 1923, Germany’s jurisprudence and judiciary
reacted with remarkable speed to counter change in vital circumstances caused in
“political channels”, as it were, i.e. World War I, war reparations imposed on
Germany beyond its economic capacities, the dysfunctional recourse of the German
government of the time to printing money and the resulting hyperinflation from
1919 to 1923. By ruling that debt had to be revalued in line with hyper-inflation
between contract date and due date, the RG required parties to consider maintaining
the functional purpose of the contract rather than allowing inflation to do what it
always does to the dismay of economists, wipe out the debt.

By the standard of today’s new discipline of law and economics, the ruling stood
out by its adaptive quality, putting an effective break on inefficient rent seeking by
debtors intent on taking advantage of inflation. Moreover, the ruling became case
law setting a precedent in the best “common law” mode, as it were. For, contrary to
the Austrian civil code, and just like the French civil code, the drafters of the
German BGB of 1900 had rejected the inclusion of an explicit clause of rebus sic
stantibus into the code. Their emphasis was on private autonomy and the sanctity of
contracts, although within the bounds of the general clause of good faith. RG 103,
328 is one of the numerous early departures from positivist application of the letter
of the code demonstrating the growing importance of judge-made law in civil law
countries. Just like RG 52, 18 in 1902 on breach of contract by collateral negligence
and RG 78, 23 in 1911 on culpa in contrahendo (fault in contracting), it was the
beginning of a continuous line of judge-made integrations of general principles of
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law into German law, continued postwar by the Bundesgerichtshof (Federal Court
of Justice) (BGH) and finally, after 80 years, in 2002, codified as §313 BGB as part
of the reform of the law of obligations (Honsell 2008).

While RG 103, 328 was an adaptive response of case law to change of circum-
stances by Germany’s hyperinflation of the 1920s, the US made history by vigorous
legislative and executive responses to the deflation of the 1930s. Inversely, there
does not seem to be a history of contributions from American or English common
law to frustrations of purpose by the Great Depression. On the contrary, as related
by historian James MacGregor Burns (Burns 2009), the US Supreme Court, at the
time a bastion of conservative economic thought, attempted to impede the imple-
mentation of the New Deal by striking down more than a dozen federal and
state laws, prompting Franklin D. Roosevelt’s controversial and failed proposal to
“pack the court” by enabling him to name up to six new judges.

Hence, there is a counterintuitive history of interaction between the economy
and the law in times of economic crisis that merits the attention of the discipline of
law and economics. The “adaptability channel” reveals judge-made law in a civil
law country responding to hyperinflation by filling gaps in the civil code, while the
“political channel” shows legislation in a common law country responding func-
tionally to deflation against judicial resistance. The history is less paradoxical,
though, than it may appear from LOT’s point of view. The two leading thinkers
of the twentieth century on the foundations of an open society already mentioned in
Sect. 4.2, Popper and Hayek, have indicated ways to resolve the paradox long ago.

Sharing the insight of the fallibility of human cognition both in natural and
human sciences, and hence, a deep skepticism of economic models and political
doctrines projecting untenable ambitions of scientific certainty, both were convinced
that law had to play a crucial role in developing and maintaining liberal democracy
and free markets. Popper’s path-breaking wartime treatise The Open Society and its
Enemies (Popper 1945) and Hayek’s Law, Legislation and Liberty (von Hayek 1973)
appeared at a time when economic doctrine in the US was oblivious to law, and
lament about the lack of a theory on the role of law in economic development
widespread among American scholars (Trubek and Galanter 1974). They were
philosophical precursors both of the “ordoliberal” policies that shaped Germany’s
postwar renewal and of the new institutional economics which made its breakthrough
in 1991 and 1993, when Ronald Coase and Douglass North received the Nobel Price
for their research on how legally binding contracts (Coase 1988) and, more generally,
a reliable legal framework for markets (North 1990), rather than impeding business,
in fact reduce economic transaction costs (Schmiegelow 2006, 2009a, b).

Scholars quoting Hayek as a reference for assumptions of differences in economic
philosophy between the US and Continental Europe might be interested in knowing
that he actually is one of the important philosophical links between Germany and the
US. Hayek returned from London to Freiburg in 1948 to join the group led by
economist Walther Eucken and the civil law scholar Franz Bohm to elaborate the
body of thought that later became known as the “Social Market Economy”. They were
by no means a monolithic group. Eucken and Bohm stressed the importance of a
strong state able to impose anti-trust rules as a departure from the rule of cartels in
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Table 4.1 What does the theory of science tell us about law and economics?

World view ~ Mechanistic Recognizing scientific uncertainty
Founders Isaac Newton Albert Einstein, Werner Heisenberg,
Karl Popper, Friedrich von Hayek
Physics Law of gravity determining mind and  Relativity theory, scientific uncertainty,
matter fallibility of human cognition, logic

of scientific discovery: conjectures
and refutations (Popper)
Economy and General equilibrium theory Subjective perception of economic
society value (Methodological Individual-
ism, Hayek), Analysis of market
failure (Hayek), Theory of the
“Open Society” (Popper)

Law and Laisser-faire, General equilibrium in the “Ordoliberalism” (Hayek, Walter
economics absence of laws, Regulation per- Eucken, Franz Bohm et al.) in
ceived as impediment to business Germany, Strategic pragmatism in
(Legal origins Theory, World Bank- Japan, Institutional economics: laws
IFC Doing Business Reports) reduce transaction costs (Ronald

Coase, Douglass North)
Behavioral economics

Source: Authors’ own compilation

prewar Germany’s economy (Bohm 1948; Eucken 1949). Hayek showed more
leniency towards cartels, but still maintained that a legal “order” was an essential
component of liberty. While applauded by libertarian economists for his determined
stand against centrally planned economies (von Hayek 1944), he rejected laissez-faire
capitalism in equally unequivocal terms: “probably nothing has done so much harm to
the liberal cause as the wooden insistence of some liberals on certain rules of thumb,
above all of the principle of laissez-faire capitalism” (von Hayek 1960, at 502). He
spelled out that the government has a role to play in the economy, particularly so
through the monetary system, work-hours regulation, social welfare, and institutions
for the flow of proper information. The journal Ordo, founded in 1948 and
edited by Bohm, F.W. Meyer and Hayek, gave the group its name: “Ordo-liberals”.
“Ordo-liberalism” immediately became, and always remained, West Germany’s and
later united Germany’s reigning economic doctrine (Blum 1969; Streit 1992;
Schmiegelow 2009a, b). Hence, it should come as no surprise that German partici-
pants in the debate about the subprime crisis tend to emphasize the return to rule-
based financial markets. The epistemological genealogies of institutional economics
on the one hand and LOT on the other hand are shown in Table 4.1.

Hayek is known as the greatest continental European admirer of common law,
considering it as a paradigm of judge-made law responsive to change in an open
society. He is therefore an authority frequently cited—though conceivably mis-
read—by LOT (Mahoney 2000; La Porta et al. 2008). And yet he deplored the “one
way street” (von Hayek 1973, p. 100) occasionally taken by common law when
judges obey stare decisis as rigidly as the civil law judges used to apply the codes at
the time of the dominance of positivist doctrine. In such cases he saw a necessity for
legislation to reopen the legal process. Popper recommended the inverse sequence
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Fig. 4.1 Overlap of ordoliberalism and institutional economics. Source: Authors’ own diagram

Legislative

Government

at least for countries at the beginning of an open legal process. Referring to Japan’s
case of rapid transformation from a feudal to a modern economy and society, he
urged Russia in 1992 to use the German or the French civil code as a pattern for its
legal transformation and subsequently to leave the necessary adjustments to a
critical interaction between case law and legislation (Popper 1992).

While Popper and Hayek have come to their considerations on law, economy
and society by way of their shared method of critical rationalism, students of
comparative law have all along observed a mostly unintended, but sometimes
actively sought, process of convergence between common law and civil law.
In fact, there is a history of growing importance of legislated law in common law
countries and of case law in civil law countries. The common functional require-
ment is corrective interaction between the two sources of law whenever exclusive
reliance on only one of them leads into one of Hayek’s “one way streets”. How the
seemingly complementary opposition between judge-made law and codified law
can be resolved in terms of both institutional economics and the constitutional
principle of separation of powers is illustrated in Fig. 4.1. The growing importance
of statutes in common law countries and of case law in civil law countries is shown
by an eclectic tableau of leading examples in Table 4.2.

Hence, from a functional convergence point of view, it matters little whether the
US legislator or an American judge is the first to initiate a rebus sic stantibus
solution to the change of vital circumstances in the subprime crisis. Hopefully, the
failed attempt of the “Helping Families Save Their Homes in Bankruptcy” Bill of
January 2009 to empower bankruptcy judges in Chap. 13 procedures against
mortgage debtors to offer parties the option of mortgage modification will not be
the end of the efforts of the US Congress in this direction. Conceivably, banks may
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Table 4.2 Convergence between common law and civil law (examples)

Years Legislation in common law countries Case law in civil law countries

1677 Statute of Frauds (England): for the pro-
tection of inexperienced parties,
requirement of written form for sure-
ties, real estate contracts, sales of

goods

1902 In Germany, continuous court rulings on

2002 breach of contract by collateral negli-
gence (RG 52, 18)

1911- In Germany, continuous court rulings on
2002 “culpa in contrahendo” (RG 78, 239)

1922- In Germany, continuous court rulings on
2002 “rebus sic stantibus” (RG 103, 328)

following Oertmann (1921)
1933 Glass-Steagall Act (US): Separation of
Banking and Securities businesses
Since Unified Commercial Code in all 50 US

1952 States with default rules similar to civil
codes contract laws
1968— Williams Act (US) on takeovers, (Volun- In Japan, Kumamoto District Court ruling
1969 tary) City Code on takeovers (UK) on corporate negligence in Minamata
case of toxic emissions (1969)

1977 Unfair Contract Terms Act (UK): nullify- In Japan, Supreme Court ruling on Jouto
ing exclusions of liability in any Tanpo (property pledged as security)
contract in commercial transactions

1979 Sale of Goods Act (UK, 1979) and Supply

1982 of Goods and Services Act (UK, 1982)

with default rules similar to civil
codes’ contract law
1990s Gramm-Leach-Bliley Act (US, 1999) In France, recognition of the doctrine of
repealing the Glass-Steagall Act of imprévision by Court de Cassation in
1933 reorientation of French contract law
toward standards of good faith (Cass.
com 3/11/1992; Cass.com 24/11/1998)
2010 Dodd-Frank Wall Street Reform and
Consumer Protection Act
(US) reintroducing stricter regulations
of banking according to the “Volcker
Rule” prohibiting proprietary trading,
investment in and sponsorship of
hedge funds and private equity funds,
and limiting relationships with hedge
funds and private equity funds

Source: Authors’ own compilation

become more inclined to yield to such efforts by the healthy profits made in
responding to the Federal Reserve’s offer to buy MBS in its program of support
to the banking sector.’

% «“Wall Street profits from trade with Fed”, Financial Times, 2 August 2009.
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If not, it will be left to American judges to rise to the occasion. It would be
surprising if the ALCOA precedent did not encourage at least some of the millions
of subprime homeowners to seek judicial relief from the levels of principal and
interest of their mortgage contracts for the same reasons Judge Teitelbaum granted
such relief to ALCOA from the price formula of its long-term molten metal delivery
contract with Essex: citing the doctrines of mistake, impracticality and frustration
of purpose. In both cases, “basic assumptions” about future prices were mistaken.
The indexed price formula of ALCOA’s 1967 molten metal contract with Essex,
which was running until 1983, mistakenly assumed normal inflation and could not
foresee the rise in electricity prices beginning in 1973 as a consequence of OPEC
action to increase oil prices and measures of pollution control. Subprime mortgages
mistakenly assumed house price rises beyond historical levels and did not have the
cognitive preparation for the severe house price deflation since 2007.

Of course, there are differences between the ALCOA case and the subprime
situation. The ALCOA case, as a case of increase in production costs, concerned a
micro-economic problem, not obviously comparable with the macro-economic
level of the subprime crisis. Earlier common law rulings often declined to recognize
increases in production costs as cases of frustration of purpose. Such costs were
held to be in the producer’s management responsibility (Halson 2001). Arguably
one might have expected a corporation of ALCOA’s sophistication to hedge against
price rises beyond normal trends of inflation. But, then, OPEC’s 1973 actions after
all did trigger the “first oil crisis”, demonstrating how micro-economic or sectorial
decisions can affect macro-economic conditions.

From a legal point of view, it cannot matter whether change in vital circum-
stances occurs in one or the other of the two academic sub-disciplines of economics.
Similarly, efforts in German jurisprudence to distinguish between macro-
circumstances (grosse Geschdftsgrundlage) and micro-circumstances (kleine
Geschdftsgrundlage) (Esser and Schmidt 1984) have turned out to be of little
help, other than to show that changes in macro-circumstances such as economic
crises were a fortiori calling for judicial relief. Indeed, an economic crisis was what
triggered the development of German jurisprudence and case law on change in vital
circumstances.

4.5 The Pattern of Change in ‘“Macro”’-Circumstances:
Germany’s Hyperinflation, Paul Oertmann,
and RG 103, 328

A ruling of a civil law court has, of course, no authority of precedent in American
law. But RG 132, 328 may well serve as a transnational pattern of finding a judge-
made response to an economic crisis of the gravity of the subprime crisis, just as
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civil law versions of the clausula rebus sic stantibus did in Taylor v. Caldwell in
1863, the first application of the doctrine to an English case of frustration of purpose
(impracticability) (of a contract for the use of a music hall, by a fire destroying the
hall between the making of the agreement and the concert to be performed).
“Though the civil law is not of itself authority in an English court”, Judge Black-
burn (1863) wrote in his judgment, “it affords great assistance in investigating the
principles on which the law is grounded” (Taylor v. Caldwell 3 B&S 826, at §35).

To be sure, on its way from first instance through appellate court to the RG as the
last resort, the case of RG 132, 328 was accompanied by the deeply ingrained
reluctance of all lawyers (in civil law as well as in common law countries) to
interfere with the private autonomy of the contracting parties. All conceivable
arguments to find solutions in the terms of the contract were exhausted before the
RG set the parties on a rule-based course of renegotiating the terms of the contract,
while offering them landmark considerations about how to apply the rebus sic
stantibus principle to a change of circumstances on the macro-economic level.

The plaintiff sued for the transfer of a 50 % share in a spinning mill sold to him in
May 1919 by one of the two associates of a general partnership in liquidation,
which had run the mill. The sales contract valued the share at 300,000 Marks. Other
details were left to the outcomes of the liquidation, which was to take some time.
The plaintiff had declared himself bound by the contract until December 31, 1919.
In the fall of 1919, Germany’s hyperinflation set in. In January 1920, the plaintiff
offered to prolong the validity of his commitment to the contract and declared that
he intended to maintain his contractual rights. The defendant responded that he
considered the contract obsolete on two counts, mainly the passing of the deadline
of contract validity, and failing that, change in circumstances. The Zwickau District
Court dismissed the action following the defendant on the first count without
discussing the second. The Dresden Court of Appeal upheld the plaintiff’s appeal
with a rigorous reading of the letter of the contract and the civil code in positivist
tradition: the validity deadline was to be understood as being only for the plaintiff to
exercise, and contesting the validity of a contract for the mere reason of changed
circumstances would call into question the foundations of contract law. The RG
found that the Court of Appeal had paid insufficient attention to the supervening
event of the hyperinflation, notorious to the Court, since the fall of 1919, which had
led to prices of real estate, equipment and inventories rising by many multiples.
In the end, the RG referred the defendant’s Revision (appeal of the last resort)
back to the Dresden Court of Appeal for clarification of the facts.

Before doing so, however, it raised the general question whether a considerable
shift in the relative real values of the performances of the parties by inflation might
under certain conditions justify the plea of changed circumstances. Following Paul
Oertmann, it gave an affirmative answer to that question for all cases, in which
assumptions about present or future circumstances that have become the evident
“Geschdftsgrundlage”, the basis of the contract, no longer held true. And the RG
specifically concluded that the basis of a contract might also unravel as a conse-
quence of a change in the value of money, if the parties could not foresee the
change.
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But the ruling also gained landmark status thanks to a second reasoning, which
stands out by a remarkable fusion of common law and civil law patterns of
reasoning. The RG emphasized—in the classical common law spirit, as Alan
Farnsworth might have said (Farnsworth 2006, at p. 927)—that it was not in the
power of a judge to change the terms of the contract in order to adjust it to changed
circumstances by a judgment in rem. At the same time, arguing as a civil law court
at its best, it stated that the party wishing to terminate the contract had to act in
accordance with §242 BGB, i.e. in good faith, by offering the other party the
opportunity to propose a modification of the terms of the contract adjusting it to
the change in circumstances (RG 103, 328, at 333). Only if the other party rejected
that offer, was the party seeking discharge free to terminate the contract. This is
exactly the solution codified 80 years later in §313 BGB as part of the reform of the
law of obligations in 2002.

Although the RG had to decide on a case of hyperinflation, its reasoning
perfectly applies to change in vital circumstances by severe deflation. While
inflation between contract date and due date may wipe out a nominal debt, deflation
may make it unaffordable for the debtor. Although in 1921, Paul Oertmann, to
whose monograph the RG referred, could not have foreseen the deflation of the
Great Depression, he did address the question of opposite price effects of rising and
falling business cycles. He stressed that, in other than speculative deals, “basic
assumptions” of the two parties can be disappointed in both circumstances
(Oertmann 1921, at 136 and 178).

The case of the subprime crisis is one of frustrated assumptions about rising
house prices, which would have made debt service affordable for the debtor through
refinancing. If a revaluation of debt was the RG’s solution in a case of hyper-
inflation, its logic would require a devaluation of the debt in a case of deflation. This
is precisely what the Obama Administration had hoped the US Congress would
empower bankruptcy judges to do in the “Helping Families Save Their Homes in
Bankruptcy” Bill of January 2009: reduce principal and interest of subprime
mortgages in view of the severe deflation of house prices since 2007.

4.6 The “Basic Assumption” of House Price Inflation
as a Vital Circumstance for Subprime Mortgages

As traced by Salmon (2009), an application of a standard mathematical formula, the
Gaussian copula function, to mortgage default correlations was published in 2000
by Li, a mathematician (“quant”) at JP Morgan Chase (Li 2000). It was severely
flawed by an implicit assumption of a continued rise of real estate prices far beyond
the historical trends (Shiller 2005, Fig. 23). The assumption was derived from less
than a decade of available price statistics of CDS, conveniently the period of the last
real estate boom. But it was transformed into a mathematical constant reducing the
theoretical probability of mortgage defaults. American banks used this magic
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formula enthusiastically to justify mortgage lending to subprime homebuyers in the
US. Subprime mortgages were “packaged” in small slices with prime mortgages in
MBS. These MBS in turn were repackaged in collateralized debt obligations
(CDO). This architecture of “structured credit” was exponentially enlarged by
repackaging CDO’s into “CDOQO’s squared”, and CDO’s squared into “CDO’s
cubed”. These securities were rated AAA by the three American rating agencies,
insured at low cost by CDS, and sold globally to banks trusting financial innovation
from Wall Street. The result was a financial bubble in the US with pervasive global
effects. CDS reached a volume of US$60,000bn.

In hindsight, it is easy to agree with the characterization of this kind of mathe-
matics as “fiendish Frankenstein Monsters” in Paul Samuelson’s narrative of the
subprime crisis. When the subprime mortgage contracts were concluded, however,
the collective conviction on Wall Street, on Main Street, on the boards of German
Landesbanken and in the offices of their special purpose vehicles in Ireland, was
that financial innovation had opened a path beyond historical trends.

4.7 House Price Deflation Since 2007 as a Supervening
Event

Along with this collective conviction, “basic assumptions” of both borrowers and
lenders of subprime mortgages began to be frustrated in 2007, when the first
American subprime lenders defaulted, as subprime borrowers could not afford the
rise from the initial “teasing” rate of about 2 % to the eventual contractual rate of
about 8 % of the mortgage. The first of an ongoing series of waves of foreclosures
brought real estate prices down. MBS became “toxic assets”. The global financial
bubble burst a year later, when the US Treasury and the Federal Reserve allowed
Lehman Brothers to default, as a—now belated—warning to the banking sector
against reckless risk taking.

As already mentioned above, by mid 2009, some 15 million homes in the US
were in negative equity, as the value of the home covered only reduced percentages
of the principal of the mortgage. While the overall US consumer prices could still
be considered as being just in a state of disinflation, house prices suffered massive
deflation. Homeowners were hit by severe declines of the value of their homes,
shattering the assumed prospect of refinancing on the basis of rising values in the
foreseeable future.

This onset of the worst economic crisis since the Great Depression was neither
foreseen by the lenders nor foreseeable by the borrowers. In terms of the doctrine of
mistake referred to by Judge Teitelbaum in the ALCOA case, it was not only a
mistake of two individual enterprises concluding one contract, but a collective
mistake of an entire industry and an entire community of economists and mathe-
maticians supporting it with concepts of innovation assumed to be rock solid. For
subprime mortgage borrowers there was no way of checking that assumed solidity.
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To expect them to hedge against the risk of declining instead of rising house prices
would mean to demand of them a cognitive sophistication that the financial industry
itself did not muster. Moreover, households considered subprime by the financial
industry, as a rule have no access to hedging.

The collective nature of the mistake was explained in a letter of the British
Academy dated July 22, 2009 to the Queen. During a visit to the London School of
Economics in November 2008, the Queen had asked why nobody had noticed that
the credit crunch was on its way. To prepare the response, the British Academy held
a forum of more than 30 eminent economists in June 2009. Their conclusion
conveyed to the Queen was that “the failure to foresee the timing, extent and
severity of the crisis and to head it off, while it had many causes, was principally
a failure of the collective imagination of many bright people, both in this country

and internationally, to understand the risks of the system as a whole”.'"

4.8 The American Recording System as an Impediment
to Rapid Crisis Resolution

The immediate across-the-board application of the rebus sic stantibus principle on a
notional basis would also open a temporary “bypass” around a particular institu-
tional barrier impeding the rapid resolution of the subprime crisis in the US: the
mortgage records. Recent studies linking comparative law and econometric mea-
surement have found that the American system of recording real estate transactions
is more costly and time-consuming than the public registry systems existing in a
large number of other countries, as the recording office must accept all signed
documents whatever their legality and their collision with preexisting rights
(Arrunada and Garoupa 2005; Arrunada 2011). Title examiners are needed to
examine all deeds dealing with the concerned parcel of land in the past and to
certify the legality of the mortgage document in question. This is lucrative business
for title examiners, but the risk of legal uncertainty remains with their clients.
Hernando de Soto, the Peruvian scholar of the deficiencies of property law in
developing countries, has compared the US recording system to dysfunctional
conditions in Latin America (de Soto 2009). TARP Inspector Neil Barofsky
understandably called for supervised screening of each mortgage slice packaged
in each asset-backed security to prevent conflicts of interest or fraud. Given the
structural impediment of the American recording system, this promises to slow the
solution, and magnify the cost, of the crisis to an incalculable extent. Hence, write-
downs of toxic assets re-priced on the basis of a notional application of rebus sic
stantibus would be in the best interest of the world’s damaged economies.

19 Credit crunch explained to the Queen, Financial Times, 3 August 2009, available at http://www.
ft.com/cms/s/0/7e44cbee-79fd-11de-b86f-00144feabdcO.html.
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In the future, US States might consider replacing the recording system by the
public registration of rights system as in Australia, Denmark, Germany, Japan,
Spain (Arrunada 2011) and, most recently, China (Rehm and Julius 2009). Under
such a system, registration of a new right requires first a purge of all prior
contradictory rights. In civil law countries, the notary authenticating the property
sale or mortgage is bound by law to examine the legality of the contract and the
absence of contradictory rights before conveying it to the registry. Only such a
system makes securitization of mortgages and trade in such securities easy and safe,
as anybody can check the identity and contents of the mortgages involved in the
public registry at any time. Its adoption in the US would remove a major insti-
tutional bottleneck for financial innovation. But the solution to the subprime crisis
cannot wait for such a long-term institutional change. Hence, the immediate
notional application of rebus sic stantibus to re-pricing MBS should be understood
as a functional second best solution for this particular crisis rather than a precedent
for the future. The legal and institutional issues will have to be solved by the legal
process on legislative and judicial levels.

4.9 The Urgency of Cognitive, Legislative and Judicial
Progress Towards Solving the ‘“Balance Sheet
Recession”

While there is global agreement on the origin of the subprime crisis and its rapid
degeneration into a global economic crisis, the worst since the Great Depression,
there are multiple disagreements about the proper solutions. The divergence
between unanimity in problem analysis and dissension on policy response is
alarming. It suggests an inability or unwillingness to learn the lessons of economic
history. Reluctance to learn other than the well rehearsed monetary lesson (Fisher
1933; Friedman and Schwartz 1963; Bernanke 2002) of the Great Depression may
be forgivable, since the above-mentioned tensions between the legislative and the
judicial branches at the time of the F.D. Roosevelt Administration have hardly been
in the focus of economic policy discourse since then. But policies disregarding an
example as recent and as telling as Japan’s “lost decade”, a term that has become
conventional among economists referring to the failure of both macroeconomic
policies and balance sheet adjustment in addressing Japan’s debt deflation from
1991 to 2001 (Yoshikawa 2001; Saxonhouse and Stern 2004; Summers 2011), are
precarious policies indeed.

After the bursting of the Japanese bubble in the early 1990s, Japan spent a
decade in fruitless attempts at different fiscal and monetary crisis solutions without
a prior cleanup of the financial sector. Only in March 2002, when Prime Minister
Junichiro Koizumi had succeeded in prodding all agencies involved to cooperate,
was a pragmatic strategy combining short-term anti-cyclical fiscal and monetary
policies with structural reforms of the financial sector devised. Only in October
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2002, when Koizumi appointed the determined reformer Heizo Takenaka as Head
of Japan’s Financial Services Agency, were the balance sheet problems of the
financial sector seriously addressed. Takenaka enforced a fair value re-pricing of
bank assets and rigorous write-downs of non-performing loans combined with
recapitalization and restructuring of the banking sector. Only then did Japan’s
banks recover the ability of financial intermediation in the economy. They began
responding functionally to the Bank of Japan’s then path-breaking policy of quanti-
tative easing by passing on the liquidity to recovering credit demand in the real
economy (Schmiegelow 2002, 2003). In the third quarter of 2003, the success of
these policies was demonstrated: the Japanese economy bounced backed with an
annualized growth rate of 6 %.

While the effects of the bursting of the Japanese bubble, though severe and
prolonged for Japan, remained contained within the Japanese economy, the US
subprime crisis caused a crisis of confidence in the global banking sector and hence
a global economic meltdown. Uncertainty about the exposure of individual banks to
toxic assets put credit markets in a state of freeze. European banks had massively
participated in the frenzy of securitization of US mortgages (Dam 2010). With the
notable exception of Deutsche Bank, which like Goldman and Sachs reportedly had
doubts about the assumed rise of real estate prices and hedged its bets, scores of
European banks including Germany’s leading real estate lender Hypo Real Estate
and several public Landesbanken “followed the herd” in trusting financial inno-
vation. When they noticed the trust was unwarranted, they realized that their
exposure was out of proportion with their capital. Unable to put a value on toxic
assets and, just like their Japanese colleagues in the 1990s, not daring to proceed to
write-downs for fear of being nationalized, they stopped lending and thus no longer
assumed their function of financing the real economy. Hence even loans unrelated
to toxic assets became non-performing and the latent need for further write-downs
grew, a vicious circle. In a first attempt at quantifying necessary global write-downs
in April 2009, the IMF (2009b) estimated $4.1 trillion, with $2.7 trillion of bad
loans and securities originating in the US and $1.12 trillion in Europe. Japan, whose
banks, sobered by their own bubble experience, had hardly touched MBS, faced
“only” $149bn.

Early hopes that the still thriving industrial sectors of exporting countries like
China, Germany and Japan might remain unaffected by the collapse of the US
financial sector quickly evaporated. On the contrary, they became the countries
worst affected with declines in exports in the first months of 2009 in the ranges of
21.1 % (Germany), 25.7 % (China) and 46 % (Japan). On July 8, 2009, the IMF
predicted a deeper recession in Europe and Japan than in the US, with declines of
GDP in 2009 of 2.6 % in the US, 6.2 % in Germany and 6.0 % in Japan (IMF
2009c). For Keynesians, the reason was obvious: the hitherto most important
sources of global demand, i.e. the Anglo-Saxon countries combining low savings
and high consumption propensities with structural fiscal and external trade deficits,
had suddenly disappeared from the international trade equation.

These figures underscore the urgency of adopting the right strategies to resolve
the crisis faster than in Japan’s lost decade, but with the strategic pragmatism (see
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Schmiegelow and Schmiegelow 1989) that helped Japan to recover within
12 months in 2002/2003. Unfortunately, so far, dogmatic dissension and, hence,
cognitive confusion prevail. Sometimes, the disagreement appears to be between
nations, such as between France and Germany or France and the UK, or between
groups of nations, such as the transatlantic divisions or those between the “Anglo-
sphere” and the “rest of the world”, or the G7 and the G20. In fact, the most
acrimonious debates are domestic ones in the countries worst affected by the
global melt-down, between monetarist and Keynesian economists everywhere,
Republicans and Democrats, Wall Street and “Main Street” in the US, defenders
of common law or of civil law in transforming countries, advocates of laissez-faire
and proponents of social protection everywhere again.

The US had the initial advantage of a new administration with huge popular
support, while Germany’s coalition government was compelled to focus on elec-
tions in September 2009. To the global media, Japan, France and the UK appeared
much more eager for action than Germany. But as attested by the IMF (2009a) in
February 2009, with one of the most generous social security systems of the world
functioning as an automatic stabilizer, Germany was devoting 3.4 % of GDP to
fiscal stimulus, the third largest proportion of major economies after the US (4.8 %)
and China (4.4 %), but before Japan (2.2 %), the UK (1.5 %) and France (1.3 %). In
May 2009, Japan surged to the top with a supplementary budget adding 3 %,
bringing the country’s total to 5.2 %. And yet, just as in Japan’s lost decade, the
debate about whether Keynesian stimuli provided so far were sufficient or not, goes
back and forth. “Exit strategies” are intensely discussed, while most participants in
these discussions, foremost among them Ben Bernanke,11 are convinced that it is
far too early to apply them.

However, even though more fiscal or monetary stimulus may be needed to
preempt “double-dip” or “triple dip” recessions in various countries with inter-
mittent short-lived recoveries, it will not address the roots of the subprime crisis,
which rightly has come to be called a “balance sheet recession” because of its
origins in the balance sheets of the financial and household sectors, just like Japan’s
debt deflation after the bursting of the Japanese bubble in 1991. The term “balance
sheet recession”, now applied to the subprime crisis by Michael Spence, the former
Dean of Stanford Business School whose work on information asymmetries was
awarded the 2001 Nobel Price, was first coined for the Japanese recession of the
1990s by the Head of the Nomura Research Institute, Richard Koo, in 2003 (Koo
2003). Michael Spence has emphasized the tremendous depth and destructive
power of the balance-sheet meltdown characterizing the subprime crisis. “In the
future”, he writes, “central banks and regulators will not be able to afford a narrow
focus on (goods and services) inflation, growth, and employment (the real eco-
nomy) while letting the balance-sheet side fend for itself. Somewhere in the system,
accountability for stability and sustainability in terms of asset valuation, leverage,
and balance sheets will need to be assigned and taken seriously” (Spence 2009).

" “Bernanke outlines exit strategy”, Financial Times, 22 July 2009.
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Japan’s lost decade should serve as a warning of what happens as long as balance
sheets are not taken seriously.

Unfortunately, then US Treasury Secretary Timothy Geithner’s efforts to stabi-
lize the American banking system by public—private partnerships have initially
been perceived, on both sides of the political spectrum, as relying to an uncomfort-
able degree on the very same market participants whose collective cognitive
failures are at the origin of the crisis.'> TARP Inspector Barofsky warned that not
enough has been done to guard against fraud in a program offering public money to
private investors who buy toxic assets. Geithner’s programs required banks holding
such assets to sell them, which for fear of having to write down the realized losses
after such sales, they have been reluctant to do, all the more so as Neil Barofsky
called for supervised screening of each security. As neither prospective sellers nor
prospective buyers had a clear idea about the value of the toxic assets, the process
promised to be protracted. The “market” cannot clear as anticipated, as its “sell
side” (banks and brokers) and its “buy side” (pension funds, hedge funds, insurers)
are competing for influence on regulators with different concepts of crisis resolu-
tion and prevention.'?

Of course, law suits between mortgage lenders and borrowers as well as sellers,
buyers and insurers of mortgage-backed securities have begun in the US'* and may
take many years at considerable legal cost, the longer they last, the higher the cost.
As explained in Chap. 5, civil procedure is structurally more costly and time
consuming in common law countries than in most European civil law countries.
Rather than the judge, the lawyers of both sides determine the pace of procedure
(Schmiegelow 2013). They tend to engage in pretrial discovery until a settlement is
reached. The number of court rulings, the source of judge-made law, is regrettably
declining in the US (Gallanter and Frozena 2011). Even though parties that would
benefit from contract modification may have already made their case in the legal
terms of change in vital circumstances, there is no movement in jurisprudence, as
long as settlements preclude court rulings.

There have been several such settlements in the 5 years following the outbreak of
the subprime crisis. One is Bank of America’s $8.5bn deal with MBA investors
reached in June 2011," only to be questioned by New York Attorney General
Schneiderman in July 2011'° and still waiting for court approval in 2013."” Another
is the settlement reached in February 2012 by a group of Federal and State agencies
and 11 banks obliging the banks to provide relief to mortgage borrowers and aid to
states for foreclosure prevention amounting to a total $26bn, at least $17bn of which

12 «Wwall Street ties cast cloud over Geithner”, International Herald Tribune, April 18, 2009, 1, 16.
13«On the March”, Financial Times. June 9, 2009, 9.

14«A battle to place blame for a flawed, costly bet”, International Herald Tribune, January
30, 2009, 9.

15 New York Times, June 29, 2011.
16 New York Times, July 13, 2011.
7 Reuters, January 7, 2013.
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for reductions of mortgage principal (US Department of Justice 2012), only to be
found wanting by the New York Times as the amounts seem “paltry” considering
four million mortgage borrowers having lost their home in foreclosure, 3.3 million
more in or facing foreclosure procedures, and further 11 million homeowners in
negative equity by an estimated $700bn.'® The biggest settlement with a single
bank until the end of 2013 was the $13bn settlement reached by the US Department
of Justice and the Attorneys of several States with JPMorgan Chase & Co on
November 19, 2013, the bulk of which goes to wronged investors. Still, $4bn are
earmarked for mortgage modification, half of that for principal reduction and half
for lowering interest rates (US Department of Justice 2013). Given that the settle-
ment covered around $1tn mortgages sold to investors by JP Morgan, Washington
Mutual and Bear Stearns from 2004 to 2007, the deal was characterized as a good
one for JPMorgan by the New York Times Deal Book.'” Hence, we cannot guess
how many more years it will take until a seminal court ruling takes Judge
Teitelbaum’s reasoning from the micro-level of the ALCOA case to the macro-
level of RG 103, 328. The US economy, as well as the world economy, continues to
appear dependent on the outcomes of lobbying campaigns and legal battles in
the US.

While some green shoots have been sprouting in the real economy since 2009,
US banks and European banks similarly burdened by legacies of the subprime crisis
continue to be reluctant to lend to other than practically risk-free borrowers. Instead
of being “liquidity providers”, too many have become “liquidity users”.*’ Just like
Japanese banks in the 1990s, they are reluctant to assume their essential economic
function of financial intermediation on a level that a sustained recovery would
require.”' The German legislation, adopted in May 2009, to allow each German
bank to isolate toxic assets in a separate “bad bank” is a strategy of buying time
until market dysfunction ends in the US, which will not happen until the legal issues
discussed in this chapter are addressed in the US.

The “stress tests” repeatedly conducted by US regulators on the top US banks
since 2009 were designed to offer a perspective of the sheer survival of those banks
rather than to encourage the building of sound new banks ready to channel credit to
a struggling economy. The projection of combined losses of $599bn over 2009 and
2010 announced on May 7, 2009** did not lift the cognitive fog covering MBS.
“Just in time” for the stress tests, on April 2, 2009, the Financial Accounting
Standards Board (FASB) responded to pressure from the US Congress to change
the accounting rules for banks. Rather than applying the mark-to-market rule which
forces them to report the losses on asset backed securities, they were allowed to use

8 New York Times Editorial, March 17, 2012.

19 New York Times Deal Book, November 20, 2013.

20 Financial Times, supra note 31.

2! Tett (2009).

22 «Stress tests show $75bn buffer needed”, Financial Times, May 7, 2009.
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“internal models” in view of “conditions indicating that markets were
dysfunctional”.*?

This was strikingly reminiscent of Japan’s decade of fruitless attempts at differ-
ent fiscal and monetary crisis solutions without a prior cleanup of the financial
sector. During that decade, Japanese banks were similarly protected against reveal-
ing the extent of their capital shortfall. Similarly, they became liquidity users rather
than liquidity providers. And similarly they failed to recover the confidence essen-
tial for the functioning of financial markets. When the Koizumi government finally
imposed fair value re-pricing of bank assets and corresponding write-downs of bad
loans in 2002 as mentioned above, it did so in response to intense prodding by the
US government and American banks. The immediate success of that strategic
policy reversal perfectly vindicated the validity of the American arguments at
that time. These are lessons to be remembered in 2013, half a decade after the
onset of the subprime crisis.

They suggest that further cognitive efforts must be undertaken, before new
policies can be designed to put the global economy on the path of sustained
recovery. The most urgent step must be to consider the following four propositions:

— no matter how low or far into negative territory monetary policy pushes interests
rates, no matter how large a share of GDP fiscal stimulus programs reach, there
will be no sustained recovery without a cleanup of the balance sheets, and
commensurate rebuilding of adequate risk capital, of the banks burdened by
MBS and potentially threatened by CDS;

— there will be no cleanup of balance sheets without re-pricing MBS;

— there will be no re-pricing of MBS without a functional legal solution to the
problem of change in vital circumstances of all contracts involved in the
subprime mortgage market, at least on a notional basis;

— there will be no functional legal solution to the problem of “change in vital
circumstances” in the subprime market other than contract modification.

4.10 A Notional Application of rebus sic stantibus Pending
Legislative, Executive or Judicial Solutions in the US

In conclusion we submit that the only immediately productive result of these
cognitive steps, pending legislative, executive or judicial solutions, would be the
notional application of rebus sic stantibus on a voluntary basis by all parties
concerned.

The initial teasing rate of about 2 % for subprime mortgages would continue to
apply, since the vital expectation of rising house prices that would make rising
mortgage rates affordable for subprime owners failed to materialize. Beyond that

23 Wall Street Journal, supra note 19.
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2 % level, foreclosures would be considered as inadmissible in terms of good faith.
The principal would be reduced in line with levels of pre-bubble house values. To
preempt arguments of complete contract discharge of mortgage debtors, banks
would open negotiations on mortgage modification across-the-board with their
subprime clients by an offer of the terms just mentioned. As discussed above, the
draft of the “Helping Families Save Their Homes in Bankruptcy Act” introduced by
the Obama Administration in January 2009 was the functional equivalent of a first
attempt to seek a rebus sic stantibus solution by a change in the bankruptcy law
giving judges the power to present the parties with the functional option of reducing
the principal and interest of subprime mortgages. Opposing that provision through
the lobbying campaign already referred to, the banks failed to understand that they
were acting against their own best interest, since historical evidence shows that
lenders loose 40—50 % of their investment in a foreclosure situation, and since every
new wave of foreclosures contributes to the vicious cycle between foreclosures and
house price declines (Levitin 2009). We submit that sooner or later, the losses from
a continuing downward pressure on house prices will make the attraction of ending
the cycle of foreclosure, house price declines and further mortgage delinquencies
by rebus sic stantibus solutions apparent to the banks.

“Quants” may help by “decontaminating” the Gaussian copula function. They
might remove the flawed constant of stable CDS prices implying rising real estate
prices, and base mortgage default correlations on reliable historical trends as
documented in the Case-Shiller indexes (Shiller 2007). The presentation of the
“Deutsche Bank Prize in Financial Economics” to Robert Shiller by Josef
Ackermann on September 30, 2009%* may be understood as a pioneering signal to
the banking sector in this sense.

Without the pressure of foreclosures, housing markets in the most affected areas
of the US would bottom-out faster and in a more sustainable measure. Re-pricing of
MBS and write-downs in bank balances could begin immediately on the notional
basis of a return to the initial 2 % interest and a reduction of the principal in line
with levels of pre-bubble house values for all slices of subprime mortgages. As
could the adjustment of risk capital of banks to adequate levels on the basis of clean
balance sheets, sooner and cheaper for the taxpayer, and the more profitable for the
financial sector.

The time lag between immediate notional re-pricing of MBS in all relevant
balance sheets and the closure of negotiations on contract modification, which will
take more time, should be a manageable problem. The two tasks should be
considered as parts of a two-track process linked by a feedback loop. Contract
modification and balance sheet adjustment should be initiated simultaneously, the
latter anticipating the former and the former correcting the latter. As part of
substantive law, contract modification would, of course, be the independent

24 “Ein Preistriger, der eine Zeitenwende markiert”, Handelsblatt, October 1, 2009, 21; on the
motives of the award see Reuters News 11 February 2009, available at http://www.reuters.com/
article/pressRelease/idUS90172+11-Feb-2009+PRN20090211.
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variable. It would control balance sheet adjustment, the dependent variable, for the
sake of accounting veracity.

Since mitigation of pro-cyclicality was also a goal of the 2009 G20 Pittsburg
summit communiqué, the choice between several conceivable outcomes of nego-
tiations on contract modification might anticipate that reform goal. Write-downs
may therefore justifiably make the best-case assumption of the negotiation out-
come, although even the worst cases would still be much more favorable for the
financial sector than letting foreclosure waves roll on unchecked or facing the risk
of ever more onerous settlements with the SEC, or even eventual court rulings
offering borrowers complete discharge from mortgage contracts. Of course, what
has been written down should also be written up in case of a sustained recovery of
house prices, with due attention to avoidance of pro-cyclical effects, in this case, by
making worst-case assumptions on expected outcomes. Hence negotiated agree-
ments for downward modification of contracts should contain clauses permitting
further modification of terms in case of a materially favorable change of circum-
stances. In this way Hayekian spontaneous order would extend from modified
mortgage contracts “on the ground” through re-priced MBS and CDO to the
adjusted balance sheets of both the “sell-side” and “buy-side” of financial markets.

Such a notional anticipation of contract modification as a requirement of good
faith in cases of macro-change of circumstances should be sought independently
from the debate on regulation and deregulation. Of course, the reform of regulatory
regimes of accounting, capital requirements and compensation practices in the
financial sector projected by the 2009 G 20 Pittsburg summit> merits support,
although it may fall short of the most ambitious expectations. But nothing will be
won by putting the proposed rebus sic stantibus solution off until these reforms are
implemented or consecutively improved. On the contrary, balance sheet deterio-
ration will go on unchecked in the meantime with consequences for the economy as
deplorable as in the Japanese case before determined action was taken in 2002.

The October 2009 Global Financial Stability Report of the IMF added urgency
to this concern. While acknowledging improvements in global financial stability
with global losses reduced by $600bn to $3.4 trillion—largely due to rising
securities values in mid 2009—it warned of further credit deterioration, as over
half of potential write-down needs through end-2010, estimated at $1.5 trillion, had
to be recognized. It emphasized that banks needed to crystallize losses through
realistic assessment of asset values and that capital levels may need to rise further to
rebuild lending capacity for finance recovery. The IMF urged banks to use the
chance of extremely low interest rates, wide spreads and, hence, high profitability,
prevailing since 2009 for this purpose. It warned that such favorable conditions may
not last, as public credit demand resulting from the massive programs of fiscal
stimulus in all major economies might eventually exert upward pressure on interest
rates (IMF 2009d). Our argument in this chapter is that losses and hence capital
needs will crystallize at lower levels with rebus sic stantibus contract modification

23 For the summit communiqué see Full G20 Communiqué, Financial Times, 25 September 2009.
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than with a posture, contrary to critical rationalism, of maintaining untenable legal
positions while letting the chain of crisis causation to continue running its course.

Legal philosophy and the economic analysis of law offer a more fundamental
reason for immediate autonomous action on the level of private law independently
from regulatory reform. Hayek distinguished between general rules of substantive
law orienting the behavior of market participants in the long run and organizational
rules designed to achieve particular outcomes within a shorter timeframe (von
Hayek 1973). The rebus sic stantibus rule in civil law and American common
law is of the former kind, the new regulations discussed on the G 20 level and
enacted in the US by the Dodd-Frank Act of 2010 are of the latter category. George
Soros (2008) saw a reflexive relation between regulators and financial markets.
Specialized regulatory systems will always be behind the curve of financial inno-
vation, if not of regulatory arbitrage in financial markets.

As explained in Chap. 3, civil law and common law have a longer life than
economic cycles. By setting timeless standards of good faith and by offering
institutions designed to reduce information asymmetries at all times, they can
stabilize markets beyond the shorter cycles of both financial innovation and regu-
lation. They can flatten the “tsunamis” of boom and bust lamented today by US
lawmakers and bankers alike, even when today’s new regulations will again be
found “behind the curve” of innovation in the future.

Finally, our case qualifies LOT’s assumptions about the adaptive superiority of
common law over civil law and refutes broad-brush characterization of common
law as judge-made law and civil law as politically motivated legislation. We have
shown that the rebus sic stantibus rule is universally recognized as a principle of
adjustment of contracts to supervening events. Traceable to Roman law sources it
was revived by civil law scholarship and found entry into some civil codes before
influencing first English, then German and finally American court rulings. The
German and American rulings pioneered contract modification as an adjustment to
economic crises resulting from unforeseeable massive inflation as supervening
event. Their adaptive logic applies equally to the deflation of American house
prices that invalidated an entire cycle of financial innovation. The greatest chal-
lenge to LOT is that the American response to the crisis has been massive on
legislative and regulatory levels, but, so far, absent in the field of judge-made law.
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Chapter 5

A Counterintuitive Efficiency Divide Between
Common Law and Civil Law: Rules

and Structures of Civil Procedure in Eight
Developed or Newly Industrialized Countries

Henrik Schmiegelow

5.1 Introduction

The original interest of legal origins theory (LOT) in the 1990s was to explain why
capital flowed so much more massively to New York and London than to Paris and
Frankfurt. In what impressed many thoughtful economists as an interesting depar-
ture from the efficient market hypothesis, it focused on behavioral patterns and
legal rules encouraging the provision of capital to financial markets. LOT’s most
influential thesis was and still is that common law as applied in New York and
London encourages uninformed capital owners to trust professional insiders acting
as agents in the best interest of their principals (La Porta et al. 1997, 1998). While
not distinguishing explicitly between substantive law and procedural law, their
conclusion that common law is superior economically to civil law was generally
understood as an argument about substantive rules of corporate law, securities law
and regulation of financial markets. Hence the ensuing debate focused on these
same areas. Just like the contract laws of the eight paradigm countries discussed in
Boucekkine et al. (2010), civil procedure remained a missing variable.

It was left to Simeon Djankov and three leading authors of LOT to enter the field
of “Courts” in 2002 in cooperation with Lex Mundi, a worldwide association of law
firms (Djankov et al. 2002). They argued that common law civil procedure was
closer to the ideal case of two parties informally entrusting their dispute to their
neighbor’s judgment as conceptualized by Shapiro (1981) than civil procedure in
civil law countries, which they assumed to be inefficiently formal. They constructed
an index of 44 indicators of procedural formalism of dispute resolution, compared it
with data from the World Bank Business Environment Survey (2000) and arrived at
the conclusion:
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Formalism is systematically greater in civil law countries than in common law countries
(and) associated with higher expected duration of judicial proceedings, more corruption,
less consistency, less honesty, less fairness in judicial decisions and inferior access to
justice (Djankov et al. 2002, p.1)

While they were able to reach the impressive level of econometric robustness of
most static cross country analyses by collecting responses from Lex Mundi member
law firms in 109 countries, they relied on the extremely narrow base of only two
types of cases: eviction of tenants for non-payment of rent and collection of
bounced checks. They argued that this narrow focus allowed them to highlight
procedural differences in their broad sample of countries. Moreover, the two
paradigm cases were further narrowed down to a hypothetical situation where the
plaintiff is 100 % right and the defendant 100 % wrong, and where the defendant
maintains a poorly justified opposition, appears at hearings to deprive the court of
the option to shorten the procedure by a default judgment, is unwilling to settle,
insisting on the issuance of a formal judgment and prefers enduring the enforcement
of the judgment rather than complying with it voluntarily.

In 2007, LOT raised the level of economic relevance of their venture into the
procedural field significantly in a study of the much more broadly defined case type
of enforcement of contractual debt worth 50 % of GDP pc in 129 countries
(Djankov et al. 2007). At the same time, the larger country sample even more
clearly revealed the methodological pitfalls of large country samples with over-
whelming majorities of former colonies, more than 50 % of which coded as of
French legal origin (“LO”; each time I mention “legal origin” in the—often
questionable—sense of LOT’s coding of countries in this chapter, I will use this
abbreviation). Unwittingly, LOT measured the transplant effect of colonial impo-
sition of imperial laws to unreceptive countries rather than the relative quality of
common law and civil law. I will briefly survey the most evident methodological
strengths and weaknesses of this approach in Sect. 5.2.

In the interest of a sharper focus on the comparative quality of procedural rules
and judicial structures of common law and civil law countries not affected by the
transplant effect, I propose an alternative strategy in Sect. 5.3, using a broader set of
indicators of procedural quality without case type limitation and a much narrower
sample of countries whose legal and economic histories can be considered as
paradigms of development under common law or civil law. Extending the set of
indicators of civil procedure beyond formalism makes it possible to identify crucial
cost and time factors in basic procedural rules and structures of judicial supply
affecting access to justice and economic development. The indicators I will use are
those of the questionnaire on rules and structures of civil procedure prepared for the
conference on “Legal Origins and Access to Justice in Developing and
Transforming Countries” at the University of Louvain in Louvain-la-Neuve on
February 1617, 2012 (Schmiegelow and Schmiegelow 2012), hereafter cited as
“Louvain Questionnaire”.

I submit that, before engaging in comparative analysis of civil procedure in
different legal systems, one should clarify one’s understanding of the functions of
substantive law such as contracts, torts or trust and estates as taught in American
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law schools on the one hand, and procedural law and judicial institutions on the
other. This will also help to organize the debate on access to justice in its two senses
of access to justice in the material sense and access to the judiciary or fora of
alternative dispute resolution (ADR). In this chapter, I will understand the function
of substantive law as the expression of the aspirations of a society to let justice in
the large political, economic, social and cultural senses prevail in the relations
between citizens as well as between citizens and their government. I will assume
the function of procedural law and judicial or ADR institutions to be as follows:

— to transform substantive law “on the books” into applied, practiced law, evolv-
ing, in the best cases, by a continuous stream of judicial rulings published and
commented on in common law “law books” or civil law “commentaries” as well
as in the media;

— to provide access to the judiciary or ADR

at low cost
without undue delay (in view of the maxim “justice delayed is justice
denied”).

The factor “without undue delay” is also present in LOT’s focus on duration in
civil procedure. The cost factor, however, is conspicuously absent from Djankov
et al. (2002, 2007), perhaps not surprisingly, given its reliance on global networks
of lawyers as sources, and given the difficulty, for lawyers themselves, to predict
levels of lawyers’ fees negotiated with clients or calculated per hour of time spent
for them. Also absent is the function of procedural law and judicial institutions to
transform substantive law into applied law by judicial rulings, which is surely
surprising given that LOT bases its very thesis of the superiority of common law
on its origin as judge made-law. Elsewhere, in writings on law and finance (Beck
et al. 2003; Rajan and Zingales 2003), it does emphasize the functional advantage
of judge-made law as an “adaptability channel” (Beck et al. 2003) of the legal
process. In contrast, it considers legislated law, such as civil codes, as passing
through a “political channel” (Rajan and Zingales 2003) with a “regulatory bias”
prone to dysfunctional rent seeking. It is all the more intriguing that LOT remains
silent on this distinction in its writings by Djankov et al. (2002, 2007) on procedural
law, which is the very sedes materiae of judicial decision-making. Therefore, it
appears appropriate to have a second look at this subject in the context of civil
procedure.

The most important procedural rules are those determining the balance of the
roles of judges and lawyers as providers of the necessary knowledge of the
substantive law governing the dispute or as managers of the pace of the procedure.
Professional judges supplying their legal knowledge as a public good may offer
more affordable and speedier justice than judges in the role of a passive referee
waiting to be convinced by the arguments on points of fact and points of law offered
by the lawyers of both sides. Infrastructures such as training, status and pay of
judges and lawyers, as well as the density of courts, judges and lawyers per 100,000
inhabitants are important indicators of how far judicial supply responds to, or
encourages, demand for law. Comparative litigation densities may be understood
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as a result of the interaction between institutional supply-push and demand-pull.
The comparative frequency of published judicial decisions can serve as evidence of
how far judge-made law contributes to the adaptive quality of the legal process in
common law and civil law countries.

The XVIIIth World Congress of Comparative Law in Washington DC in 2010
issued a report on rules of allocation of court costs and lawyers fees covering
common law, civil law and mixed jurisdictions around the world. Cost and fee
allocation is a decisive factor of the predictability, or lack thereof, of the costs of
going to court and hence indicators of access to justice (Reimann 2012). The
European Commission for the Efficiency of Justice (CEPEJ) set up by the Council
of Europe in 2002 has done pioneering work collecting data on judicial infrastruc-
tures, litigation rates and duration of civil proceedings in the 47 member states of
the Council of Europe including the UK (CEPEJ 2008). In the US, the Court
Statistics Project (CSP) jointly launched by the Conference of State Court Admin-
istrators (COSCA), the Bureau of Justice Statistics (BJS) and the National Center of
State Courts (NCSC) in 2011, has chosen a similar approach for the analysis of the
functioning of the American state courts system since 2010 (LaFountain
et al. 2012). The methods of the CEPEJ reports and of the CSP are transcultural
and there is no reason not to use their data or to attempt obtaining similar data
through academic research in non-member countries in other parts of the world.

Limiting the sample of countries to paradigms of economic development offers
the prospect of correlating their economic and legal history in dynamic panel
analysis over long time series. I propose to select the same eight developed or
newly industrialized countries already compared by Boucekkine et al. (2010,
Chap. 3) in their analysis of the economic impact of substantive contract rules.
That sample includes the mother countries of English, French and German LO,
three of the largest financial centers (UK, US and Switzerland), the US as the major
case of a nation of settlers and traders bringing their English common law with them
(Acemoglu et al. 2005), two newly industrialized countries (South Korea and
Taiwan), and three divided countries with separated legal and economic trajectories
serving as quasi natural experiments of law and economics (China, Germany,
Korea). In the case of India, which may be used for the purpose of robustness
checks of dynamic panel analysis as in Boucekkine et al., a similar experiment
suggests itself in comparison with Burma, which as a part of British India shared the
common colonial heritage of Anglo-Indian law before a succession of military
coups after independence dislodged it from the common law legal origin (Chap. 3).
In this way, the sample illustrates the transplant effect and, at least for three
countries of the sample, avoids the objection of reverse causation of wealth leading
to institutional development rather than institutions to economic development
(Docquier 2012, Chap. 2).

The evidence of cost and time factors of civil procedure and judicial structures in
that sample, most of them established at approximately the same period as substan-
tive contract and property laws, suggests conclusions very different from LOT’s.
There are some surprising similarities in formal procedural and judicial patterns of
the common law and civil law countries of the sample. The most striking difference,
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however, emerges in the balance of the roles of judges and lawyers as providers of
legal knowledge or as managers of the pace of the procedure. This difference most
clearly follows the common law/civil law divide, on which LOT continues to insist,
but with scores of efficiency, adaptive functionality and judicial productivity
squarely contradicting LOT’s assumptions on the comparative quality of common
law and civil law. If the balance of the roles of judges and lawyers as providers of
the necessary knowledge of the substantive law governing a dispute or as managers
of the pace of the procedure is taken into account, three results emerge: (1) Civil
procedure in common law countries takes more time and is more costly than in civil
law countries; (2) Reasoned and published court judgments contributing to the
adaptation of the law to economic and social change are more frequent in civil law
countries than in common law countries; (3) The cost advantage of civil procedure
in civil law countries results in superior judicial productivity in all economic sectors
except, under certain conditions and in the absence of financial crises, in financial
markets (Sect. 5.3).

This evidence, though based on a small sample of countries, suggests that
institutional competition between common law and civil law extends to civil
procedure. Both legal traditions face the competition of alternative forms of dispute
resolution, especially in cases of evident or perceived inefficiencies of formal civil
procedure. LOT is contradicted by evidence of many procedural and judicial
patterns cutting across the common law/civil law divide. The adversarial system
is not a common law privilege, formalism not a civil law dysfunction. Formal rules
may increase or save costs, accelerate or delay justice, protect weaker parties
against information asymmetries or impede their access to justice by antiquated
and costly traditions. The only stark difference congruent with the common
law/civil law divide, namely the balance of the role of judges and lawyers in civil
procedure, seriously challenges LOT’s assumption of the superiority of common
law over civil law.

Micro-economic analyses of the opposite incentive effects of cost and time risks
of lawyer-dominated civil procedure for stylized financial investors and of judge-
managed civil procedure for stylized industrial engineers (Massenot 2010a, b)
suggest, however, that common law procedure may have the favor of financial
markets, which will please LOT, while procedural efficiency (PE) of civil law
procedure is the preferable solution for industrial and industrializing economies,
which has not occurred to LOT. In this chapter, I will call the opposite incentive
structures of PE in industrial and financial sectors the “procedural efficiency
hypothesis” (PEH). Its confirmation would help explain the remarkable conver-
gence of the long-term evolution of GDP per capita of the two common law
countries and six civil law countries of our sample found by Boucekkine
et al. (2010) in their analysis of the economic impact of codified default rules of
substantive contract law, which I will call the “default rule hypothesis” (DRH).
Both hypotheses deal with transaction costs, which is the focus of institutional
economics (Coase 1988; North 1990). Default rules in contract law reduce the cost
of concluding contracts by making them safe against judicial reversal without
requiring lawyers’ assistance in drafting them. PE reduces the cost risk of their
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judicial enforcement. DRH requires control for PE, just like substantive law would
be mere “law on the books” without effective enforcement through civil procedure.

In the case of our eight countries, the broader set of indicators of the Louvain
questionnaire will permit to test PEH, and, hence, control DRH for both of the
opposite incentive structures of PE in industrial and financial economies. The
evolution of per capita GDP of the six civil law countries between 1870 and 2008
converges with, and is at times superior to, that of the two common law countries. In
dynamic panel analysis covering the period since the major nineteenth century
codifications of substantive law, Boucekkine et al. (2010) have shown that a
superior number of codified default rules of contract law can compensate a lack
of financial center advantage. DRH was confirmed in the six industrialized civil law
countries of the sample, while Switzerland’s combination of default rule advantage
and financial center advantage has permitted it to outperform the US for prolonged
periods of time. This chapter contributes data permitting to control these results by
evidence of a structurally higher degree of PE in the six industrial or newly
industrialized civil law countries (Massenot 2010b), while the financial centers of
the UK and the US were able to turn the inverse incentive structure of the
comparative inefficiency of common law procedure (Massenot 2010a) into an
advantage against risk averse litigants. The evidence suggests confirmation of
PEH, which in turn would confirm DRH.

LOT retains its methodological advantage of econometric robustness thanks to
the unrivaled size of its samples of countries. But it would do well to descend from
the macro-level of its generalizations about the quality of government in common
law and civil law countries to the micro-level of judicial or legislative options for
providing markets with the institutional safeguards they need in a variety of evident
or foreseeable issues and interests. LOT’s reliance on global networks of law firms
for data collection on time factors of civil procedure raises methodological ques-
tions, as it masks the cost factor of the involvement of lawyers. This is understand-
able, as lawyers in common law countries may be reluctant or incapable to predict
their own or their colleagues’ billable hours spent for their clients in procedures, of
which they largely determine the pace. It would be desirable for both LOT and
alternative approaches to engage in cumulative efforts to entrust global data
collection to academic institutions of comparative law and economics, and to
replace static cross-country regressions by dynamic panel analysis (Sect. 5.4).

5.2 Strengths and Weaknesses of the Lex Mundi Project

The greatest strength of the Lex Mundi project is the econometric robustness
derived from the large size of its samples of countries (Sect. 5.2.1). But this strength
comes at the price of considerable methodological and empirical weaknesses, some
of them recognized, and partially repaired, by LOT and some of them not. Large
country samples are difficult to deal with by other than static cross-country analysis,
which cannot capture change over time and must often rely on data sources of
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variable or questionable quality. In LOT’s case, these problems resulted in a
significant number of errors in the coding of countries in terms of political theory,
comparative law and legal history (Sect. 5.2.2). The coding errors aggravate a
consistency problem posed by the fact that LOT’s own data result in average scores
of procedural quality and GDP of the English, French and German LO incongruent
with LOT’s assumed common law/civil law divide. The scores are decisively
influenced by the number of countries having received their legal system as colonial
transplant after imperial conquest, the smaller this number, the higher the average
score of the entire legal origin. If the duration of contract enforcement procedures
of only the “mother countries” of LO are compared, France scores best, Germany
second and England third according to LOT’s own data. If countries affected by the
“transplant effect” are included, the German LO scores best with 0 former colonies,
the English second and the French third, as it includes more than 50 % of all former
colonies of the world in LOT’s coding. Unwittingly, LOT measures the transplant
effect of the imposition of colonial laws to unreceptive countries rather than the
comparative quality of common law and civil law (Sect. 5.2.3). LOT’s explanation
of the superior scores of German and Scandinavian LO by reverse causation from
wealth to institutional quality fails to persuade, as England’s case might inspire a
similar argument. More convincing are dynamic panel analyses of the quasi-natural
experiments of different trajectories of legal and economic histories in divided
countries such as China, Germany and Korea (Sect. 5.2.4).

5.2.1 Econometric Robustness Based on Large Samples
of Countries

LOT’s samples of 106 countries in the Lex Mundi Project of 2002 and of 129 coun-
tries in the 2007 study are large enough to cover all legal origins, regions of the
world and stages of development. Smaller samples, such as the eight countries in
this paper, invariably face objections of small sample bias and selection bias
(Docquier 2012, Chap. 2), however convincing the arguments for the economic
impact of institutions on economic development in such paradigm cases may
be. Large samples convey econometric robustness and, hence, have greater weight
in economic discourse. LOT’s regressions of data from up to 150 countries have
inspired the World Bank IFC “Doing Business” Reports since 2000 (World Bank
2000, 2012).
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5.2.2 Problems of Static Analysis, Biased Data Sources
and Defective Coding of Legal Origins

Of course, it is difficult to measure the impact of institutions on growth in so many
countries other than by static cross-country analysis, which cannot capture legal
change (Schmiegelow 2006; Armour et al. 2007; Boucekkine et al. 2010; Deakin
and Sarkar 2011; Docquier 2012; Kawai and Schmiegelow 2013, Chaps. 2, 3, 6).
Also, the degree of reliability of the countries’ own official sources of data varies
with their number, and LOT’s alternative choice of international networks of law
firms as data sources is itself open to objections of bias at least in the field of civil
procedure, since lawyers are crucially involved as actors in that field. Moreover,
with such a large number of countries, the coding of countries in terms of legal
theory, comparative law and legal history is inevitably superficial, resulting in a
high incidence of errors (Dam 2006a; Schmiegelow 2006; Boucekkine et al. 2010,
Chap. 3).

In fairness, it must be acknowledged that in its second (2007) paper on civil
procedure, LOT began addressing at least the first of these weaknesses. While
defending cross-country analysis with the argument that the impact of legal origins
on growth has been stable since their transplant by imperial powers to former
colonies, LOT nevertheless recognized the failure of this method to capture the
effect of legal reforms (Djankov et al. 2007). For 32 of the 129 countries, the
authors of the paper conducted panel analysis for short times series (3—5 years
before and after the reform) for changes in variable creditor rights in both common
law and civil law countries during the period of 1978-2004 and their effect on the
ratio of private credit to GDP. Although they did not analyze these reforms in any
detail permitting an evaluation of targets and effects as did Boucekkine et al. (2010)
in the case of codification of default rules in contract law or Kawai and
Schmiegelow (2013, Chap. 15) in the case of reforms triggered by the Asian
financial crises of the 1990s, LOT’s first move from static to dynamic analysis is
an encouraging sign of methodological progress.

The same paper illustrates, however, a more fundamental problem, i.e. LOT’s
generalizing association of civil law with government control of the business
environment and inferior economic performance. That association is essentially
based on a political evaluation of the role of the state in mercantilist phases of
French history. It ignores the liberal phases of the Second Empire and the Third
Republic as well as the defining role of economic liberalism in Germany at the time
of the codification of German civil law at the end of the nineteenth century, in
postwar West Germany and in united Germany since 1990 (Schmiegelow and
Schmiegelow 1975; Boucekkine et al. 2010). It also turns a blind eye at the massive
state intervention in the economic history of common law countries, such as
nationalization of banks and enterprises in both the UK and the US as well as
regulations limiting the freedom of financial markets as rigorously as the Glass-
Steagall Act of 1933 and the Dodd-Frank Act of 2010 in the US (Schmiegelow and
Schmiegelow 2013, Chap. 4). The generalization of civil law as a regime of state
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control and the assumption of superior economic quality of common law appear
confirmed only with three selective foci: i.e., first, only in LOT’s defective coding
of more than 50 % of the sample as of French LO; second, only if the much smaller
group of countries of English LO is compared with those of French legal origin
rather than with the German LO, and, third, only if the economic quality of LO is
measured in comparative averages (mean and median) of the logs of GDP of all
countries of English and French LO.

Indeed, the group of countries coded as French LO is the largest with 65 countries
or 50.3 % of the sample of 129 and, partly due to the incorrect (Dam 2006b)
inclusion of most Latin American countries, has the greatest share of developing
countries with unbalanced economies and problems of access to justice. Countries
coded as of English LO, including a smaller number of struggling developing
countries such as Nigeria, Sierra Leone, and Zimbabwe, are only half as numerous
with 30, or 23 % of the sample. Only 18 countries in Central Europe and East Asia,
or 13 % of the sample, are coded as of German LO and the average GDP of the
group is decisively influenced by the high levels of performance of Japan, South
Korea and Taiwan, whose coding as of German LO is doubtful (Schmiegelow 2006;
Boucekkine et al. 2010; Kawai and Schmiegelow 2013). Not surprisingly, then, are
GDP scores for the English LO superior to the French LO. Equally unsurprising, but
intriguing for LOT’s generalization of all civil law as economically inferior,
however, is the fact that the German LO scores higher than the English.

The authors do recognize this problem. They acknowledge that the superior
average economic score of the German LO is not a mere statistical anomaly, but
confirmed by findings of stronger creditor protection not only in substantive law but
also in civil procedures of contract enforcement. Indeed, in this area of much
broader economic significance than the narrow case-types base of tenant eviction
and check collection, they find that the average number of calendar days required to
enforce a contract of unpaid debt worth 50 % of GDP per capita in Germany is only
184 as compared to 288 in the UK and 250 in the US (Djankov et al. 2007,
Appendix A). Enforcement procedures in most of the other countries of German
LO in Boucekkine et al.’s sample of eight developed and newly industrialized
countries are even shorter than in Germany: 60 days in Japan, 75 in South Korea,
170 in Switzerland. Taiwan’s 210 days are more than Germany’s, but still less than
those of the UK and the US.

5.2.3 The Challenge of Inconsistency and an Unintended
Measure of the Transplant Effect

What is more, if we assume—following LOT—that France as the mother country of
the French LO may have some significance as a paradigm, it defies LOT by
appearing, in Djankov et al.’s own table just cited, in the top group of procedural
speed with just 75 days. This is at least one indication that French civil law is not
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necessarily always guided by state control, but as scholars of legal history and
comparative law often emphasize (Zimmermann 1996; Robaye 1997; Boucekkine
et al. 2010), can be outstandingly focused on private autonomy of contracting
parties and creditors’ interests.

The striking difference between the superior score of civil procedure for contract
enforcement in the mother country of the French LO and the inferior average scores
of all 65 countries coded by LOT as of French LO, i.e. mostly former Spanish,
Portuguese and French colonies, raises the question of the “transplant effect”
(Berkowitz et al. 2003). While LOT uses the imperial histories of conquest and
colonization as an argument to avoid the objection of reverse causality of wealth
leading to superior institutions rather than institutions to superior wealth as in
institutional economics (La Porta et al. 1997, 1998; Docquier 2012), Berkowitz
et al. have shown that such imperial imposition of laws to unreceptive countries
results in structural impediments to broad-based economic development, measur-
able as a negative transplant effect. Any one econometric measure of that effect
such as attempted by Berkowitz et al. may not do justice to change in receptiveness
over time such as reported by Badami and Chandu (2013, Chap. 7) in the case of
India. The difficulties of cross-country analysis will further increase with autono-
mous legislation or judicial rulings after independence overlapping asymmetrically
with continued validity of colonial transplants such as reported by Deakin and
Sarkar (2011) for the case of post-independence Indian labor law and Bakandeja
(2012, Chap. 16) for the case of mostly francophone member states of the Organi-
sation pour I’harmonization en Afrique du droit des affaires (OHADA).

Hence, the evidence collected by Djankov et al. (2007) in the area of contract
enforcement, the most crucial for all market economies, leads to conclusions on the
quality of English, French and German law quite opposite to those drawn by LOT
for the groups of countries it codes (misleadingly as it turns out) as of English,
French and German LO. The differences in the average efficiency of civil procedure
of these groups of countries are primarily characterized by the presence or absence
of various and changing degrees of the transplant effect. This becomes immediately
obvious in a simple exercise, i.e. by comparing the average numbers of days
required for enforcement procedures in mother countries of LO as well as in
countries developed by British settlers or traders, who brought English common
law with them, with the average numbers of days in former colonies affected by the
transplant effect in Africa, Asia and Latin America (Table 5.1).

France’s outstanding 75 days are “drowned”, as it were, by averages of about six
times as many days in 50 countries coded by LOT as of French LO in Africa (494),
Asia (490) and Latin America (482). The UK’s less impressive 288 days are
“improved” by the average score of the four settler countries Australia, Canada,
New Zealand, and the US and the two originally uninhabited islands Hong Kong
and Singapore which developed from English warehouse economies in the nine-
teenth century (Schmiegelow 1991; Lee 1960) to major financial centers as seed-
lings of the City of London. And the record of the English LO is less “submerged”
by the scores of only half as many countries with transplant effect as the French in
Africa (333) and Asia (432). Of course, no Latin American country is coded as of
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English LO. And among the countries coded as of German LO, there is no former
colony affected by the transplant effect. Japan is recognized as a paradigm of
voluntary reception of various foreign legal patterns in a comparative law design
(Berkowitz et al. 2003; Schmiegelow 2006; Boucekkine et al. 2010). South Korea
and Taiwan have been Japanese colonies living under Japanese law from 1910 and
1895, respectively until 1945, but they both created their own autonomous legal
systems since then. South Korea adopted a new code of civil procedure in 1960 and
Taiwan reenacted the Chinese code of civil procedure of 1930 with some minor
modifications in 1950 after the Kuomintang’s withdrawal from Mainland China to
Taiwan (Boucekkine et al. 2010, Chap. 3).

One might well say that what LOT measures with its impressive econometric
arsenal is not the comparative quality of LO in the sense of the original procedural
laws of the mother countries, but, unwittingly, the impact of various degrees and
aggregations of the transplant effect. Inevitably, varying with the very different
number of former colonies in each group, the impact is greatest in the group coded
as French, less so in the English group, and absent in the group coded as German.
Djankov et al. (2002, 2007) come close to admitting this unintended result. They
explain the superior score of the German and Scandinavian LO by the fact that the
countries of these two groups are on average “wealthy” countries. Indeed, they are,
just as the English and French LO would be, if former colonies affected by the
transplant effect were not counted.

Djankov et al. (2002) seem to recognize this implicitly when they conclude that
the transplantation of foreign laws is not the best method of legal reforms. This
conclusion is as easy to agree with as their advocacy of alternative dispute resolu-
tion (ADR) for developing countries, which have yet to build or reform their
judiciary autonomously. But is does not support LOT’s generalizations on the
comparative quality of common law and civil law.

5.2.4 Reverse Causation or Quasi-Natural Experiment?

Djankov et al. (2007) attempt to explain the German and Scandinavian scores by
assuming reverse causation, where legal development follows financial develop-
ment. However, their explanation is spurious at first sight, since the scores of the
UK and the settler or trader countries Australia, Canada, Hong Kong, New Zealand,
Singapore and the US could similarly be explained away by wealth, and perhaps
with more justification. Inversely, Boucekkine et al. (2010) have shown that
Germany and Japan were financially backward countries when they joined the
civil law codification movement in the nineteenth century, and that their new
contract laws had a measurable impact on the long-term evolution of per capita
GDP since then. We were able to consider the divided country histories of post-war
China, Germany and Korea with competing legal and economic systems as quasi-
natural experiments in counterfactual analysis (Chap. 3).
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Further refinements of such quasi-natural experiments may be needed to under-
stand the causal effect of institutions for economic development (Docquier 2012,
Chap. 2). But it is hard to see how LOT can improve its methodology while
maintaining its three major deficiencies explained above: the focus on comparisons
between English and French LOs, the defective coding of the large majority of
countries affected by the transplant effect and still struggling with unbalanced
economies as of French LO, and the generalization of civil law as state-centered
and economically inferior. Solving the consistency problem posed by the scores of
the group of countries coded as of German LO or by the scores of the mother
countries of English, French and German LOs remains a serious problem for LOT.
More accurate coding of legal origins will be a necessary first step to solving it,
increasing the number of indicators a second, and a broader move from static cross-
country analysis to dynamic panel analysis a third.

5.3 Raising the Number of Indicators of Procedural
Quality and Judicial Supply

I propose to extend the number of indicators of procedural quality beyond LOT’s
single criterion of formalism to eight categories of rules and structures of civil
procedure, of institutional supply and of efficiency of justice affecting access to
justice as well as the quantity and quality of judge-made law. The selection of these
categories follows the design of the Louvain Questionnaire. The eight categories
comprise a total of 55 indicators. They combine basic rules and structures of civil
procedure or alternative dispute resolution drawn from sources of comparative law
and sociology of law with indicators of judicial supply and efficiency of justice
similar to those used by CEPEJ in its yearly reports. No single one of these
indicators can account alone for significant degrees of judicial efficiency and access
to justice. But each of them constitutes a factor increasing or reducing the cost or
duration of civil procedure. Some of them affect judicial supply or the pace and
quality of the evolution of law directly. Others can serve to control results.

The Louvain Questionnaire was designed to identify the presence or absence of
procedural rules and judicial structures of a country as far as possible by the year of
their codification or establishment. The design is similar to the one used by
Boucekkine et al. (2010, Table 1) to indicate the presence or absence of codified
default rules of contract law for the ten most important contract types in eight civil
law and common law countries. While that paper detected the economic impact of
such contract rules by econometric analysis based on panel data inference over
prolonged periods (1870-2008), it covered only substantive law, though its most
important area economically. As stated in Sect. 5.1, substantive law “on the books”
would be dead letter without transformation into applied, practiced law, ideally in a
legal process continuously evolving through published judicial rulings. Such trans-
formation is the function of procedural law and judicial or ADR institutions
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operating under the shadow of the law. For that function to be effective, access to
justice at low cost and without delay is required. Hence, to control the results of
Boucekkine et al. in their analysis of substantive contract law for PE, data on
procedural law and judicial or ADR institutions in the same sample of eight
countries and the same prolonged periods are needed. The purpose of this chapter
is to gather such data.

The first of the eight categories concerns basic rules and structures capturing the
most distinctive features often referred to in generalizations of the common
law/civil law divide. As it turns out, rather than distinctive, some of these features
are common to civil law and common law. Others distinguish one or the other
country without being common to either common law or civil law. The only
distinctive common law/civil law divide is counterintuitive and defies LOT’s
generalizations. It concerns the balance of the roles of judges and lawyers as
providers of legal knowledge or as managers of the pace of the procedure, with
prominent authors of reform proposals in the UK and eminent American scholars of
comparative law pointing out lower patterns of efficiency, adaptive functionality
and judicial productivity in the UK and the US than in France and Germany
(Sect. 5.3.1). Not surprisingly, therefore, out-of-court settlements, the second
category, acquire the greatest importance in the UK and the US, followed by the
Asian countries of the sample, then France and Switzerland, and the least in
Germany (Sect. 5.3.2). The third category, “Status and pay of judges”, combines
confirmations of cherished popular perceptions of aristocratic judges in the UK and
elected judges in many States of the US—as well as most Cantons and the Federal
Supreme Court of Switzerland—with evidence of professional judges in public
service not only in most civil law countries but also increasingly so in the modern-
izing judiciary of the UK as well as in the Federal court system and a number of
states of the US. Comparative government analysis reveals that separation of
powers is sharper, judicial independence greater, and hence, the risk of corruption
lower, in the mother countries of civil law countries than in the UK and the
US. Defying LOT’s most basic generalizations of common law as judge-made
law and civil law judges as mechanistic appliers of codes, French and German
judges have become more prolific contributors to the legal process than their
American and English colleagues (Sect. 5.3.3). The fourth category, “Status and
pay of lawyers” indicates that in both common law and civil law countries of our
sample, lawyers need both academic education and practical training to qualify, and
that they consider themselves to be in the service of the law. American and English
lawyers distinguish themselves, however, by the remarkable feat of understanding
their profession as a business at the same time. In the matter of fees, LOT is
challenged by an Anglo-French LO/German LO divide. Lawyers of the former
cross section of LO’s plus Japan charge fees per hour negotiated with the client,
whereas in countries of German LO (without Japan) set lawyers’ fees by law
according to descending schedules of percentages of the matter in dispute. Conse-
quently the cost of lawyers’ services is lower and, most significantly, more pre-
dictable in the latter group, an important indicator of access to justice (Sect. 5.3.4).
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Indicators in the fifth category, “Cost and fee allocation in civil procedure”,
confirm this intermediate result, except that the UK joins most countries of the
German LO by the rule that the losing party pays all court costs and the winning
party’s lawyers’ costs. This rule eases access to justice for parties with meritorious
causes and modest means. France, Japan, Taiwan and the US leave each party with
their own lawyers’ costs. In the US, this may result in the winning party having to
pay 100 % or more of the proceeds of its victory to the lawyer. All countries in this
group, except the US, provide palliatives against such severe outcomes by leaving it
to the judge’s discretion to award the winning party reimbursement of its costs as
damages or by providing legal aid for indigent parties. An important potential
palliative against the particular hardships of the “American cost rule” could be
the frequent practice of class actions in the US, were it not for their transformation
into a “business model” for lawyers, allowing them to take the “lion’s share” of the
proceeds (Sect. 5.3.5). The hypothesis of a counterintuitive efficiency divide
between common law and civil law for seekers of judicial relief is confirmed in
the sixth category, “Density of judicial structures”. Whereas the public supply of
courts and judges per 100,000 inhabitants in the mother countries of civil law and
Switzerland is superior to that in the UK and the US, the latter score by their
superior number of lawyers (Sect. 5.3.6). Control by category six, “Comparative
litigation densities”, not only in Germany, but also in France and South Korea
further sustains the hypothesis. The French, Germans and Koreans access their
courts in numbers superior to those of Americans and the English and Welsh
(Sect. 5.3.7). The seventh category “Duration of civil procedure”, tests the hypoth-
esis of a faster pace of proceedings managed by professional judges than those
determined by lawyers. It is confirmed when controlled by the CEPEJ and NCSC
indicators of clearance rate and disposition time. Germany scored with a clearance
rate above 100 % in 2006 according to CEPEJ data, and disposition time is below
200 days in all civil law countries of our sample except Taiwan, as confirmed by
LOT’s own data (Sect. 5.3.8).

5.3.1 Basic Rules and Structures of Civil Procedure

In most civil law countries of our sample, civil procedure was codified by and large
at the same time as the codifications of substantive law (Boucekkine et al. 2010).
The French code de procédure civile (CPC) was adopted in 1806, the German
Zivilprozessordnung (ZPO) in 1879, the Japanese Minjishosho-ho (MJSSH) in
1890, and the Korean and Taiwanese civil procedure acts in 1960 (KCPA) and
1950 (TCCP) respectively. Switzerland adopted a national code of civil procedure
only in 2011, but was able to rely on pre-existing cantonal rules of civil procedure
(Brunschweiler et al. 2011), such as the Zivilprozessordnung of the City of Basel of
1875, for the transformation of its modern commercial code of 1881 and its civil
code of 1912 into practiced law. English common law originated within a century
after the Norman Conquest (Baker 2002) and was, in many ways, a French product
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(van Caenegem 1988). The conquest by William the Conqueror, the “violent ruler
of a turbulent minor principality. .. of France” (van Caenegem 1988 at 9), was
described by Maitland, the classical historian of “English law before Edward I”
(Pollock and Maitland 1895), as a major catastrophe, which determined the whole
future of English Law. William and his Angevin successors’ sense for strong
government transformed the early feudal court of the Anglo-Saxon kings into
effective departments of state and a unified judicial system (Baker 2002). Proce-
dural rules, especially trial by oath, ordeal or battle, were developed before sub-
stantive rules. By the time of Henry II Plantagenet (1154-1189), the King’s
“Bench” was established at Westminster, and the extremely formal and imperious
writ system institutionalized (Baker 2002). As a palliative against such common
law rigidity, the equity (Chancery) courts were established in the fifteenth century
with the authority to apply principles of equity based on alternative sources, such as
Roman law, natural law and principles of good faith in order to achieve justice
(Worthington 2006). In the course of the nineteenth century, the writ system was
several times simplified, but retained the style of archaic formalism. Only the Civil
Procedure Rules of 1998 based on Lord Woolf’s Access to Justice Report of 1996
modernized English civil procedure by abolishing the writ system and offering
procedures at more reasonable cost and with more reasonable speed (Woolf 1996),
unfortunately too late to count significantly in controlling the long run panel
analysis of the English case in Boucekkine et al. (2010) for PE. The founders and
settlers of the US brought the English rules in their eighteenth century version with
them, and these continued to be applied in numerous variations in those states
which did not legislate civil procedure in civil law style in codifying statutes, such
as the California Code of Civil Procedure of 1872 (CalCCP). The latter influenced
the drafting of the Federal Rules of Civil Procedure of 1938 (FRCP), which, in turn,
have exerted a unifying influence on state civil procedure rules ever since.

These histories of precedence or parallelism of procedural law in relation to
substantive law predestines our sample for the control of dynamic panel analysis of
the economic effects of substantive law by indicators of procedural law, judicial
efficiency and access to justice. The court systems charged with applying substan-
tive law under these procedural rules were created in France by the loi de I’orga-
nisation judiciaire of 1790 and subsequent reforms in 1940 and 1995, in Germany
by the Gerichtsverfassungsgesetz of 1879, in Japan by the Saibansho-ho of 1890, in
Korea by the Court Organization Act of 1949, in Switzerland by cantonal laws such
as the Gerichtsverfassungsgesetz of 1911 of the Canton Ziirich, in Taiwan by the
reenactment, in 1950, of a modified version of the Organic Law of the Courts of
China of 1909. In the UK, the medieval institutions of common law jurisdiction
were reformed by the Judicature Acts of 1873 and 1875 and the Appellate Juris-
diction Act of 1876, in the US by the Judiciary Acts of 1789 (Supreme Court,
Federal Circuit Courts and Federal District Courts) and 1891 (Federal Courts of
Appeal) on the national level and by state constitutions or laws on the state level,
such as the Constitution of the State of New York of 1846.

Data on the evolution of per capita GDP in constant 1990 International Geary-
Khamis dollars (Maddison 1995, 2001) used by Boucekkine et al. (2010) for their
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panel analysis of substantive contract law are available only from 1870 on for most
countries of our sample. I propose to follow their example of indicating the
presence of the relevant procedural rules and judicial institutions in France, the
UK and the US by the year 1870 in Tables 5.2, 5.3, 5.4, 5.5, and 5.6 as a starting
point for the control of their panel analysis of codified default rules in contract law
for PE. For the other five countries I propose to use the years 1879 for Germany,
1890 for Japan, 1960 for post-independence South Korea, 1875 for Switzerland
taking Basel as a cantonal paradigm, and 1950 for Taiwan.

Unlike popular discourse would have it, the most basic difference between
common law and civil law rules of civil procedure is not the adversarial system
of the common law descended from the medieval trial by ordeal or battle. Just like
common law procedure, the French CPC, the German ZPO, the Japanese MJSSH,
the Korean KCCP, the Basel ZPO and the Taiwanese TCCP are governed by the
principle of parties’ domination of the initiation, the subject and the ending of the
procedure (von Mehren 1982; Langbein 1985; Weber 2002; Deguchi and Storme
2008). The plaintiff states his claim and the defendant declares whether he accepts
or rejects it. Both are left with the task of submitting the facts they wish the court to
consider and they carry the burden of proof of these facts. They can withdraw, or
accept, the claim and agree to settle in court or out-of court at any moment. If they
do not settle, they request a court ruling and submit opposing drafts for the tenor of
that ruling, i.e. the plaintiff, most often, the award of the amount in controversy for
himself and cost allocation to the defendant, the defendant, adversely, the dismissal
of the suit and cost allocation to the plaintiff. LOT sometimes mistakenly assumes
that public prosecutors are involved in all civil law countries in civil as well as
criminal procedure to represent the interests of the state. Indeed, there is a long
French tradition first of the King’s representatives and then of the procurator of the
Republic to intervene under certain conditions in civil and commercial litigation if
the public interest or the ordre public is touched (Marin 2006). This tradition has
found its way into procedural codes of numerous civil law countries by colonial
transplant or voluntary adoption. But, then, so it has into American civil procedure,
such as in § 415.20 (b) CalCCP, which requires notice to the Attorney General in
action based on pollution or adverse environmental effects. An indicator of how
massive intervention of American Attorneys General in civil litigation can get,
was the $25bn deal forced upon the five largest American banks on February
9, 2012 by a joint effort of the US Attorney General and 49 state attorneys general
to solve problems of foreclosure procedures of subprime mortgage borrowers
(US Department of Justice 2012; Schmiegelow and Schmiegelow 2013, Chap. 4).
The only country of our sample recognized by Djankov et al. (2007) as having
0 inquisitorial elements in its civil procedure, is Germany. Again, there is no clear
common law/civil law divide, even in LOT’s own data, as far as the much-cited
adversarial system is concerned.

This is confirmed by the most authoritative American sources of comparative law,
not only for Germany, but also for France. Arthur von Mehren, the prominent postwar
scholar of comparative law at Harvard, wrote: “The civil procedure systems
of France, Germany and the United States were—and remain—adversarial”
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(von Mehren 1982 at 361, n. 3). John Langbein, the eminent historian of common law
at Yale, agrees with von Mehren’s categorization, although he emphasizes the more
active role of the civil law judge in the non-partisan conduct of fact gathering, which
he finds superior to the “wastefulness” and “truth-defeating distortions incident to our
(US) system of partisan preparation and production of witnesses and experts”
(Langbein 1985 at 824, note 4). He concedes that this particular aspect of
non-partisan fact gathering by the judge in German civil procedure might be called
“non-adversarial”. In this last respect, I am inclined to disagree considering the
above-mentioned maxim of parties’ domination of German civil procedure. The
state only supplies “the rules of the game of the litigation” (Weber 2002) and the
legal knowledge of the judge. While the judge filters the facts submitted by the parties
into contested or uncontested, and legally relevant or irrelevant categories, conducts
the hearing of witnesses and discusses the legal significance of submitted facts and
evidence with the parties, the theme of the evidence is defined, and controlled, by the
party who named the witness as proof. To be sure, the judge is, and must be,
non-partisan, or face the risk of appellate reversal, but the control of the evidence
procedure (Beweisverfahren in German) by the parties remains adversarial. The
functional advantages of a more active role of the judge in non-partisan fact gathering
and in organizing the pace of procedure have been recognized and emulated in the US
in so-call Big Cases with complex constellations of facts and multitudes of plaintiffs
such as in class actions. This trend has not led, however, to any change in the still
prevailing American theory and popular perceptions of America’s adversarial system
(Langbein 1985). Similarly, Lord Jackson’s review of civil litigation costs in the UK
(Jackson 2009) contained a strong plea for a more active role of British judges as a
way to improve the efficiency of the country’s justice system. Hence, in terms of
adversary systems in civil procedure, the civil law/common law divide exists more in
perception than in reality.

Nor do indicators 3, 4, 5, 6, 11, 12 and 14 in Table 5.2 on basic rules and
structures of civil procedure suggest such a real divide. Line 3: Judges have been
applying codes in both legal traditions, in the civil law countries of our sample ever
since their civil, commercial and procedural codes came into force, in the UK and
the US at least since their major codifying statutes on contract law were enacted for
the first time in 1893 (UK) and 1953 (US) (Boucekkine et al. 2010 Table 1, and
Chap. 3). Line 4: Judges have nonetheless also been finding the unwritten law, not
only in common law countries, but also in civil law countries where judges have
been producing judge-made law in the best sense in sometimes hard-won advances
against dogmatic positivism clinging to the letter of codified law. These advances
are indicated in line 4 by the year of the first seminal court rulings of that kind, in
Germany 110 years ago, in France 83 years ago and in Switzerland 54 years ago as
reported by Schmiegelow and Schmiegelow (2013, Table 3) on Germany and
Japan, by Malaurie (1980) on France, and by Uyterhoeven (1959) on Switzerland,
long enough to matter for the control of results in Boucekkine et al.’s panel analysis.
In the three Asian countries of our sample, pragmatic judicial reasoning has been a
part of their cultures long before 1870 (Haley 1998; Glenn 2004; Fujita 2008).
Lines 5 and 6 defy LOT’s generalizations about common law procedure as oral and
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civil law procedure as written. Claims must be filed in “writs” in common law
countries as explained above, whereas in civil law countries the whole (civil)
procedure up to judgment may be viewed as essentially a “series of oral confer-
ences” (Kaplan 1960; Kotz 1982a, b) as provided for in all civil procedure codes
cited above. Such conferences are held between the judge and the parties in the
“tone of routine business meetings” (Langbein 1985) to debate the correspondence of
the facts submitted by the parties with the law relevant for the claim in dispute. In that
way civil procedure in civil law countries avoids the surprises and coups-de-théatre
so typical of the concentrated one-day trial in the UK and the US (Langbein 1985;
Maxeiner et al. 2010). Written documents, deeds, certificates, letters serve as the most
cogent types of proof in both legal traditions. In the best cases, judicial rulings are
issued in writing so that their reasoning in terms of fact and of law can be published in
printed or electronic records and serve as precedent, inspiration of jurisprudence or
trigger of functional interaction with legislative or executive branches of government
in civil law countries as well as in common law countries (Schmiegelow 2006;
Schmiegelow and Schmiegelow 2013, Chap. 4). In its strategic directions for legal
and judicial reforms, the World Bank’s Legal Vice Presidency recommends written
reasons of judicial rulings as an essential requirement enhancing “the quality, predict-
ability, consistency and growth of jurisprudence” (World Bank Legal Vice Presidency
2003 at 3). Line 11 indicates the well-known fact that lawyers have a unified role of
advice and representation in court in all civil law countries as well as in the US, while
Line 12 acknowledges the exclusive, but costly, English tradition of a two-tiered
structure of solicitors and barristers (Elliot and Quinn 2007). Line 14 shows that the
procedural economy of default judgments against a party failing to appear at a
scheduled court hearing is a feature of both civil and common law traditions (Articles
471 ss Code de procédure civile, §§ 330 f. ZPO, § 244 Minjishosho-ho, Part 20 UK
Civil Procedure Rules, Siegel 2005).

The remaining seven indicators in Table 5.2, however, represent the procedural
differences between common law and civil law most crucial for the analysis of
comparative efficiency of, and access to, justice. If combined, these indicators
reveal very different balances, which the two traditions strike between the role of
judges and lawyers as providers of legal knowledge relevant for the issue in
controversy and as managers of the pace of procedure. In lines 1, 7, 9 and
13 they are listed in blue as characteristic of civil law, in lines 2, 8, and 10 they
acknowledge in red the most traditional and cherished features of common law.
Line 1 introduces the principle jura novit curia (The Court knows the law). Kaplan
et al. (1958 at 1224-1225) recognize this maxim as the “overriding principle of
German law”. The judge is bound to apply the law without prompting from the
parties or face the risk of appellate reversal. The advantage of this principle in John
Langbein’s view is that it limits the effects of any disparity in the quality of legal
representation (Langbein 1985). The legal knowledge of the academically trained
judges is supplied as a public good. Lawyers representing the parties may raise
questions of law and engage in debate with the judge on issues of interpretation of
codes, doctrine or precedent, but there is no burden of proof for the parties on points
of law. Whereas this rule is the most distinctive maxim of civil procedure in most
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civil law countries, it is not part of the English legal tradition, which assigns
responsibility for the correct legal analysis of the case to the parties’ lawyers
(Kaplan et al. 1958; van Rhee 2005). Line 7 indicates an active role of the judge
in managing the pace of procedure. Line 9 reflects that this involves a technique of
issue narrowing (Relationstechnik in German, Riilmann 2004), which separates
both legally relevant from irrelevant, and uncontested from contested facts,
avoiding costly and time-consuming efforts of parties, and their lawyers, to accu-
mulate irrelevant or unnecessary evidence (Langbein 1985; Maxeiner et al. 2010).
The efficiency advantage of this technique becomes immediately apparent if com-
pared with the inclination of American litigators characterized by Deborah Rhode
as “to leave no stone unturned, provided, of course, they can charge by the stone”
(Rhode 1984). John Langbein puts the effect in a nutshell immediately relevant for
the economic analysis of law: “avoidance of waste” (Langbein 1985 at 846).

LOT has remained oblivious to the economy of these basic rules of civil law.
Although there has been what Langbein describes as a “surprisingly rich English
language literature on German civil procedure” (Langbein 1985 at 826, note 8)
since the 1950s, LOT’s major restatement in 2008 still defends its focus on the
negative aspects of the French LO, by default as it were, claiming that “less has
been written about German law (than about French law)” (La Porta et al. 2008 at
304). What it does recognize however is what it perceives as a German advantage in
terms of efficiency of debt collection, presumably thanks to the Mahnverfahren,
Germany’s version of summary debt procedures. But as line 13 indicates, summary
debt procedures are a feature of all five civil law countries in our sample, while they
are absent in the two common law countries.

In contradistinction to the civil law maxim of iura novit curia in line 1, line
2 highlights the role of the common law judge as a mere referee in procedures
dominated by lawyers both in jury trials and bench procedures. Whatever the
quality and extent of his actual legal knowledge, the judge is expected to act with
“calculated amateurism” (Langbein 1985 at 852). In the UK, the Judicature Acts of
1873 and 1875 relieved the parties from the formal obligation to quote and
document the legal rules supporting their arguments (Hazard and Dondi 2006),
but the comparative passivity of common law judges has remained an issue of the
debate on the cost of civil procedure in the UK and the US, most recently in Lord
Jackson’s Review of Civil Litigation Costs of 2009 (Jackson 2009).

Consequently, line 8 indicates the dominant roles of lawyers controlling the pace
of procedure in the UK and the US. As they leave “no stone unturned” in pretrial
discovery of open-ended duration until they reach a settlement or begin coaching
their witnesses or experts for the concentrated final drama of their clients’ day in
court, the procedure is distinguished by an incentive structure in terms of lawyers’
fees (Reimann 2012). The result has been an in-built slowness and priceyness of
common law civil procedure ever since the days of the Westminster King’s court
(Baker 2002; Danziger and Gillingham 2003; Woolf 1996; Jackson 2009). In terms
of legal philosophy, the question of the compatibility of such a system with the
Magna Carta promise: “To no man will we sell, or deny, or delay, right or justice”
inevitably arises. Since 1975, this traditional pattern has been enhanced in the US
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Table 5.3 A counterintuitive efficiency divide

Rules of civil procedure

Civil law Common law

“No stone left
unturned”: Any

“Jura novit facts and
curia” (legal Judge questions of law
knowledge of  separates raised by lawyers
academically  contested Court Judge in  in “pretrial Lawyers
trained judges from manages passive  discovery” manage
as a public uncontested pace of  role of  irrespective of pace of
Efficiency  good) facts procedure “referee” relevance procedure
Cost Low X X X
High X X X
Time Fast X X X
Slow X X X

Source: Author’s own schematic; table design: Schmiegelow and Schmiegelow (2012)

by what Steven Harper describes as an “obsession with billable hours” (Harper
2013 at 79) in big law firms, the major players in a legal profession achieving more
than 2 % of US GDP (Rickard 2010). Table 5.3 sums up the efficiency divide
between common and civil law procedure. It may be counterintuitive for LOT. But
it is recognized by the most authoritative voices of comparative law and legal
reform in the UK and the US.

But then, as a micro-economic analysis of Baptiste Massenot has shown, the
passive role of judges as referees of disputes managed by lawyers in common law
countries may serve the interests of litigants in financial markets effectively, as they
can be assumed to dispose of sufficient resources to take the cost risk of such a
procedure while letting that risk deter financially weaker parties from initiating or
continuing a controversy (Massenot 2010a). Litigants with greater cost risk aver-
sion such as small and medium engineering firms, however, will appreciate the
efficiency advantage of the role of judges as providers of legal knowledge and
managers of the pace of procedure, which is made available as a public good in civil
law countries (Massenot 2010b). Massenot’s micro-economic approach deserves
LOT’s attention. I will use it as one of the tests of PEH in this chapter.

Distinguishing the inverse relation of the incentive structures of lawyer-
dominated and judge-dominated civil procedure should be an important criterion
for legal reforms in many developing and emerging countries. They may wish to
adapt the composition of legal reforms to the structural conditions of their econo-
mies and the projected paths of their development. Switzerland, the only civil law
country enjoying both financial center advantage and a competitive industrial sector
(Boucekkine et al. 2010, Chap. 3) might be considered as a particularly interesting
case study.
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5.3.2 Out-of-Court Settlements and Alternative Dispute
Resolution

Both common law and civil law traditions face the competition of alternative forms
of dispute resolution. There is a large spectrum of evident or conceivable patterns of
avoidance of formal civil procedure. There are economic, cultural, political and
sociological explanations, which focus on concepts of widely defined justice in
clear distinction, if not outright opposition, to what civil procedure of any judiciary
of whatever legal origin can offer. LOT, as represented by Djankov et al. (2002),
prefers, as explained, to assimilate common law civil procedure with the idyllic
setting of two neighbors having their dispute settled by a third neighbor. That
assimilation raises the question, however, why out-of-court settlements or ADR
avoiding the ruling of a common law judge are so prevalent in the common law
countries, in the US to the point of what some lament as the “death of the American
trial” (Burns 2009). Erhard Blankenburg, the sociologist of law, analyses changing
balances between demand for law and judicial supply in line with changes in
mentalities, legal needs and judicial structures. Focusing on the Netherlands, a
civil law country coded by LOT as of French LO, he describes how the traditional
Dutch preference for dispute settlement by arbitration gave way to increased use of
the formal court system since the 1980s due to such a change in demand and supply
(Blankenburg 2012, Chap. 11). Linn Hammergren, the political scientist, believes,
after decades of work in the World Bank’s poverty reduction and economic
management programs in Latin America, that access to justice can be improved
only outside the hybrid legal systems of Latin America and that even ADR,
including its cultural variants usually referred to as CDR, hoping to correspond to
the needs of indigenous parts of the population, have failed to reduce poverty. She
concludes that in many countries with large geographies, small judiciaries and high
rates of poverty, justice in the material sense should be the task of dispute
preventing public policies in other than legal areas, such as employment and social
security (Hammergren 2012, Chap. 14).

In developed or newly industrialized countries it is safe to assume, however, that
the most obvious function of out-of-court settlements and ADR is to serve as a
palliative for cost and/or time inefficiencies of civil procedure in the formal
judiciary. This should at any rate be the criterion from the perspective of law and
economics as it is, indeed, for LOT with Djankov et al.’s (2002) strongly stated
preference for ADR to formal civil procedure in civil law countries in view of
assumed inefficiencies of the latter. Following LOT’s law and economics approach
to understanding the function of out-of court settlements and ADR as palliatives
against inefficient formal judiciaries, I propose to test the counterintuitive effi-
ciency divide between civil law and common law procedure explained in Sect. 5.3.1
and Table 5.3 by indicators of the comparative prevalence or rarity of the use of
these palliatives in the eight paradigm countries studied here.

Given the structural cost and time inefficiency of American and English civil
procedure described in Sect. 5.3.1 and Table 5.3, there is an inbuilt pressure on
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litigants averse to cost risk and time loss to settle out of court. Hence, as attested by
CEPEJ (2008 at 136), “the number of judicial decisions per year in England and
Wales is relatively limited if compared with the number of cases filed per year”,
which puts it mildly considering that the numbers reported for 2006 were 46,198
judicial decisions out of 2,127,928 cases filed, i.e. a mere 2.17 %. Jury trials, once
thought to be the Magna Carta paradigm of judgment by one’s peers, if not one’s
neighbors in LOT’s version, were effectively abolished for civil cases in England
and Wales by the Administration of Justice (Miscellaneous Provisions) Act of
1933. In the US, jury trials, once thought to be the normal way of dealing with
civil cases, dropped below 1 % of terminations of civil litigation in 2005. Bench
trials declined below that point already in 1998 (Galanter and Frozena 2011).
Robert Burns at North-Western University laments that the “American trial (...),
one of our greatest cultural achievements (...), seems to be disappearing in one
context after the other” (Burns 2009 at p. 1, 2).

This is not a recent phenomenon. The percentage of cases ending by adjudication
has never been as high in the US as the figures attested today by CEPEJ for France
or Germany. Marc Galanter quotes from a study of litigation in the St Louis Circuit
Court from 1820 to 1970 by Wayne MclIntosh: “During the first 100 years of the
study period, the percentage of cases culminating in a contested hearing or trial
remained fairly steady (around 25 to 30 percent). After 1925, though, the average
skirted downward into the 15 percent range. (Figures) . .. reveal that the shift from
adjudication to bargaining is ... wholesale and not restricted to any one issue”
(MclIntosh 1990, as quoted by Galanter 2005 at 1257—-1258). In the early 1980s,
Galanter, the sociologist of law, was inclined, as a matter of principle, to prefer
“justice in many rooms”, i.e. decentralized private ordering “in the shadow of the
law”, social fora, religious courts, and indigenous laws (Line 4 of Table 5.4) as an
alternative to what he called the paradigm of “legal centralism” leading to courts
overwhelmed by swollen caseloads (Galanter 1981). Three decades latter, his
analysis of the “approaching extinction of the civil trial” (Galanter and Frozena
2011) is tinged with worry and thoughts about how the trend could be turned
around. From a law and economics standpoint, I submit that average Americans
are risk averse enough to look for “justice in many rooms” rather than surrender to
the incalculable cost and time dynamics of lawyer-dominated pretrial discovery and
trial in American civil procedure. This might have occurred to Djankov
et al. (2002), when they emphasized their preference for alternative dispute reso-
lution, but it does not seem to have done so, since their preference is distinctly
stated as one for ADR to civil procedure in civil law countries which they assume,
wrongly as I argue, to be less efficient than in common law countries.

The vanishing of civil trials in the UK and the US does not reflect any decline of
the demand for law in these countries. As reported in Sect. 5.3.7 and Table 5.9, the
number of civil cases filed per 100,000 inhabitants is higher in England and Wales
(6,440 in the mid 1990s) and US State courts (5,317 in 2010) than in France (4,040
in the mid 1990s), where 75 % of civil cases end by adjudication (Haravon 2010).
The evident explanation for the striking gap between demand for law and adjudi-
cation in the two common law countries is that lawyers have replaced judges as
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prevailing suppliers of dispute resolution. In all cases between litigants with
asymmetrical net worth, i.e. the prevailing type of cases, there is an inexorable
pressure on the less well-endowed party to settle out of court before the point of
financial exhaustion. The billable hours (Harper 2013) of the lawyers dominating
the pace of procedure constitute an effective threshold for eventual access to
adjudication by trial. The palliative for this predicament is the lawyer-brokered
settlement as early as possible in the pretrial stage. The common law/civil law
divide in terms of efficiency of formal civil procedure discussed in Sect. 5.3.1 and
schematized in Table 5.3 leads straight to the only clear common law/civil law
divide in out-of-court settlements and ADR in line 1 of Table 5.4: the prevalence of
lawyer-brokered out-of-court settlements in common law countries and their much
lower frequency in civil law countries.

The opposite phenomenon is observable in Germany’s case. Not only is the
German litigation rate the highest in the sample of countries studied here (12,320
filings per 100,000 inhabitants), so that Erhard Blankenburg speaks of “Prozessflut”
(litigation flood) in his 1998 comparative analysis of indicators of continental
European legal cultures. But German litigants also tend to take advantage of
predictable and, by international standards, modest cost and fee schedules set by
law in order to seek court rulings usable for reference in future litigation or in
adjusting their own behavior with a view to avoiding future disputes. German
businesses readily accept the institutional supply of commercial chambers at
district courts composed of one professional judge and two lay judges of the local
business community in single panels categorized by Langbein (1985) as “mixed
courts” combining access to “peers” with access to a court ruling written by a
professional judge. Specialized first instance labor, social, administrative and tax
courts have similar mixed court structures. Although German first instance courts
routinely use the first oral conference as well as any subsequent one in the series of
oral conferences with the parties described above to suggest amiable settlements,
they must provide, if at least one party insists, a written judgment containing the
findings of facts and law. Hence Germany is unsurprisingly the country of our
sample combining the highest litigation rate (Sect. 5.3.7, Table 5.9) with the lowest
demand for out-of-court settlements or other alternatives to formal civil procedure.

Arbitration was institutionalized in the German ZPO of 1879 just as in France’s
CPC of 1808, Japan’s MJSSH of 1890, South Koreas KCCP of 1960, Switzerland’s
Inter-cantonal Concordat on Arbitration of 1969 preceding the respective provi-
sions of the new Swiss code of Civil Procedure of 2011, Taiwan’s TCCP as well as
the Arbitration Acts of 1950 of the UK and of 1925 of the US (Table 5.4, line 2).
But in contrast to the importance of international arbitration for cross border
disputes, national arbitration has played only a minor role in Germany (Stolle
2005). South Korea’s high rate of formal litigation in recent decades (7,806 per
100,000, Table 5.9) correlates with a similarly low role of national arbitration (Lee
2010, 1992), whereas in Japan and Taiwan, the prevalence of a functioning rela-
tionship pattern in social interaction and economic transactions has been reducing
demand for national arbitration along with demand for formal civil procedure
(Allen et al. 2009; Glenn 2004; Haley 1998; Katsuta 1996; Nakano 2004; Nakajima
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2012). In France and Switzerland, arbitration proceedings have traditionally been,
and still are, used more frequently (Delvolvé et al. 2009; Berger and Kellerhals
2007). In both these European civil law countries, incentives for preferring arbitra-
tion to formal civil procedure have been, I submit, greater than in Germany. In
France, they are the result of what Michael Haravon, who is now a French judge
after having been a lawyer in France, England and the US, calls “une certaine
opacité (a certain opacity) (Haravon 2010 at p. 33) of the cost risk of a lawyer-
assisted civil law suit, though in the French case the opacity is certainly not one of
such “thickness” as in the UK and the US. Table 5.7 reflects the difference between
the French and German cost rules and structures. In Switzerland, which shares
Germany’s type of cost rules (Reimann 2012), the attraction of an international
arbitration system doubtless results from a different incentive, namely the fact that
civil procedure in Switzerland remained divided by cantonal particularism until a
federal code of civil procedure was finally enacted in 2008.

In the US, both the aversion against massive cost risk of civil procedure and the
preference of all businesses involved in interstate trade to avoid the particularism of
State laws and practices of civil procedure led to widespread demand for arbitration
and to the Federal Arbitration Act of 1925. Fear of destroying valuable business
relationships by years of costly adversarial litigation was an added motivation.
After the emergence of consumer protection laws in the 1970s, mandatory arbitra-
tion clauses were also used by businesses wary of class actions related to the
purchase of consumer products, which, in turn, gave rise to academic proposals
to ban such clauses (Brunet et al. 2006). In the UK, somewhat comparable cost and
time inefficiencies of civil procedure as in the US should have worked as a similar
incentive to use arbitration as an alternative mode of dispute resolution. Three
consecutive Arbitration acts adopted in 1950, 1975 and 1979 and a large body of
case law were supposed to support that incentive. However, as emphasized by
Pendell (2010), English arbitration was criticized for being inaccessible to lay users
as well as slow and expensive to the point of being described as “litigation without
wigs”. Only a fourth arbitration act, of 1996, was widely praised, too late to count in
the control of long-term panel analysis of DRH for PE as an effective palliative to
the structural inefficiency of common law civil procedure in England and Wales.

Mandatory or optional, but court-supervised, conciliation or mediation proce-
dures have a long tradition in most civil law countries of our sample with incentive
structures similar to those just discussed in the area of arbitration. Again, they have
played the least important role in Germany. While Giitetermine (conciliation
hearings) are routinely scheduled at the beginning of first instance civil procedures,
litigant’s preference for a cost and time efficient court ruling prevails in a large
majority of cases for the reasons explained in the preceding section. Mediation
procedures as ADR are an innovation by a law adopted in 2012 in response to the
European directive on mediation of 2008 (Nettersheim 2012), too late to count in
the control of DRH for PE. Inversely, mandatory or optional conciliation has a
tradition of more than 200 years in France, where the State’s interest in relieving
the burden of the courts joined the interest of risk-averse litigants in avoiding
the cost and loss of time resulting from continued contentious procedure. First
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institutionalized by the loi portant sur I’ organisation judiciaire of 1790, mandatory
conciliation procedure for all matters falling under the jurisdiction of the ordinary
district courts and justices of the peace attempting such conciliation in practice
remained a feature of the French judiciary in various transformations until 1940,
when conciliation became an optional way of ending civil procedure. Extrajudicial
conciliation emerged in the 1970s with “mixed results” (Gaillard and Edelstein
2000), only to be partially replaced by court-supervised conciliation or mediation
by law No. 95-125 of 1995. The most significant impact of these various forms of
mandatory or optional forms of ADR on contract disputes has been in the areas of
labor, consumer, rental, commercial, and corporate laws (Gaillard and Edelstein
2000). Switzerland’s conciliation and mediation procedures reflect more French
than German patterns in spite of German-type cost rules that should reduce the
incentive for litigants to avoid formal civil procedure. Mandatory conciliation
procedures (Sithnverfahren) by justices of the peace before the opening of civil
procedure has been a cultural heritage from Switzerland’s French period as
Helvetic Republic from 1798 to 1803, while optional mediation procedures were
introduced in 1989 in the French speaking cantons in the field of family law. In
1992, a Swiss association promoting nationwide mediation was established, but as
yet there has been no parliamentary majority for the introduction of mediation
procedures on the national level (Meier 2002).

In the Asian countries of our sample, conciliation has the deepest cultural roots,
beginning as CDR on the village level and continuing through Confucian rulings of
Chinese magistrates, the Naisai of Edo period and the Kankai of Meiji period Japan
(Glenn 2004; Lee 2010; Lee TH 1992; Berat 1992; Katsuta 1996; Kobayashi 2012),
until modern codifications or special laws institutionalized mandatory and court-
supervised conciliation as follows: In Japan, special laws enacted in 1922, 1924,
1926, 1932 and 1942 institutionalized conciliation in housing and farming tenancy
disputes, commercial disputes, and debt collection and, finally, in all civil disputes
during the war period respectively. Postwar, the Civil Conciliation Law of 1951
formally introduced general conciliation provisions into postwar Japanese civil
procedure in all civil matters except domestic relations (Kobayashi 2012). In
South Korea, the Judicial Conciliation of Civil Disputes Act of 1990 introduced
optional court-supervised conciliation for the first time in all civil law matters.
Previously, mandatory court-supervised conciliation had been imposed only in
household and lease matters (Sohn 2002). In Taiwan, optional conciliation at the
beginning of first instance civil procedure was provided by the TCCP of 1950, Art
420-1 (Chen 2002).

While the cultural attachment of the Japanese to conciliation procedures has
been remarkably stable up to, and through, the postwar period in spite of Japan’s
tremendous rise to leadership in modernity and technology, South Korea and
Taiwan underwent a similarly remarkable process of change towards appreciation
of civil litigation ending in court rulings (Berat 1992; Pistor and Wellons 1999). In
these two newly industrialized East Asian countries, the same inverse relationship
between rising litigation propensity and declining reliance on ADR as in Germany
since 1879 seems to be emerging.
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Since English common law and its adversarial jury trials are widely considered
as a unique cultural achievement both in the UK and the US (Baker 2002; Burns
2009), it is not surprising that court-mandated or -supervised conciliation has not
emerged as alternative dispute resolution on cultural grounds. Hence, Line 3 of
Table 5.4 indicates another distinctive common law/civil law divide.

However, reflecting Marc Galanter’s seminal article on “justice in many rooms”
(1981), Line 4 of Table 5.4 indicates a diversity of ADR patterns based on local
cultural traditions not only across LOT’s divide between common law and civil
law, but also as an American particularity within the English LO. The laws and
procedures which the countless churches of indigenous or immigrant background
coexisting in the US have given themselves are perhaps the best example. It
illustrates the double nature of what Galanter calls centrifugal legal orders based
on diverse confessional traditions (Line 4 b) but operating in some degree of
compliance with, or in Galanter’s words, “in the shadow” of, the “central” (State
or Federal) laws and procedures (Line 4 b). Of course, complex church-state
relations have a long history in England and European civil law countries as well.
But the American pattern of “justice in many rooms” is certainly an important
deviation from the English case because of the multitude and diversity of such
centrifugal institutions. For econometric analysis, it would be important, however,
to find a way of distinguishing the cultural, sociological or just “local” motivation
for seeking this type of ADR from the economic incentive for using it as a palliative
against the inefficiencies of formal civil procedure in the US.

One way towards building hypotheses on this problem would be to compare the
American paradigm of “justice in many rooms” to somewhat similar, though far
from identical patterns in civil law countries. For example, the American paradigm
is much less of an exception if compared to Switzerland with its tradition of local
direct democracy and diversity of languages, religious confessions, cantonal histo-
ries, and, not the least, cantonal civil procedure. The three Asian countries of our
sample as well might invite analysis in Galanter’s terms for the same reasons
discussed by the large literature cited above in connection with arbitration and
conciliation procedures (Allen et al. 2009; Berat 1992, Glenn 2004; Haley 1998;
Katsuta 1996; Kobayashi 2012; Lee 2010; Lee G 1992; Nakano 2004; Nakajima
2012, Chap. 12). Again, the Japanese attachment to settle disagreements outside the
modern civil courts, which pervades both internal and external relations of house-
holds, neighborhoods, villages, businesses, associations, political parties, etc. is an
outstanding example. Because of its long history and because of its perceived
contrast to Japan’s concomitant modernity, this attachment has attracted a far larger
sociological literature than Galanter’s American paradigm of “justice in many
rooms”. What distinguishes ADR in the Swiss and the three East Asian cases
from the American paradigm, however, is that there is no centrifugal connotation
and much less tension with the “shadow of the law” (Haley 1998; Katsuta 1996;
Schmiegelow 2006). One might name it as what it is, i.e. relational dispute
resolution deserving its own acronym as RDR. Since formal civil procedure in
these civil law countries is structurally more efficient than common law civil
procedure for reasons discussed in Sect. 5.3.1 and Table 5.3, it is safe to assume
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that, here, recourse to RDR is not motivated by the economic incentive of using it as
a palliative against the cost risk and time loss of inefficient civil procedure, but by a
sense of being part of a relationship and a sui generis interest in maintaining it. In
the US, however, it would be a worthwhile task for American sociology to define
and test indicators permitting to measure how often “justice in many rooms” is
sought for the sui generis relational interest and how often it is used as a palliative
against civil procedure risk. American RDR might turn out more attractive in terms
of law and economics than even lawyer-brokered out-of-court settlements, which
are only by degrees less costly than civil procedure ending in trial.

American RDR is what Djankov et al. (2002) may intuitively have had in mind
in their advocacy for the neighborhood paradigm of dispute resolution. But, of
course, as a closer look at comparative law and legal sociology literature cited in
this and the preceding sections plainly reveals, common law civil procedure can
hardly stand for neighborly dispute resolution, as they have assumed. On the
contrary, the lawyer-controlled adversarial pre-trial and trial procedures of common
law are so far removed from RDR by their cost, slowness and unpredictability that,
quite arguably, a centrifugal movement could arise in the 1970s away from the
common law to Galanter’s “justice in many rooms”. Sadly, however, questions
have recently been arising about the vitality of the local relational fabric in
America. One of the most alarming voices is Robert Putnam’s, the political scientist
at Harvard who had inspired LOT’s early writings about the cultural foundations of
common law as a product of Protestant Anglo-Saxon society built on mutual trust as
opposed to “Catholic” civil law imposed on citizens by the will of the ruler
(La Porta et al. 1999). Speaking of his hometown Port Clinton, Ohio, on the
shore of Lake Erie as a “poster child for changes that have engulfed America”, he
laments the shredding of the social fabric of the 1950s and 1960s by the mid 1990s.
“Traditional community bonds failed”, he writes, “to prevent the radical shriveling
of the sense of “we”, as the once thriving middle class gave way to a disparity of
“poverty rates of 1 % in gated communities along Lake Erie and 51 % a few
hundred yards inward” (Putnam 2013).

5.3.3 Status and Pay of Judges

Were we nonetheless to espouse LOT’s neighborly cliché for the common law
judge and its characterization of the civil law judge as an instrument of the state, we
would obtain another clear-cut common law/civil law divide. However, as referred
to in Sect. 3.1, the King’s court in England was a state court since the Norman
Conquest and, until the 2006 judicial reforms, the Lord Chancellor and the Lord
Chancellor’s Department have constituted the state authority appointing judges in
England and Wales. Of course, prior to the creation of the Supreme Court in 2009,
the English court of last resort was the House of Lords and, hence, the mode of
selection of its judges a mixture of aristocratic tradition and legislative process.
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Montesquieu’s separation of powers has certainly been weaker in England than in
the US and most European civil law countries (Dam 2006a).

Nor does the case of the US support LOT’s association of the common law judge
with the neighbor paradigm. Since the entry into force of the American constitution,
at least the Federal Courts system of the US with today roughly 900 life-tenured
judges appointed by the US President including the nine judges of the Supreme
Court (Title 28 of the United States Code (USC), Gur-Arie and Wheeler 2001;
Rottman et al. 2000) stands in the way of such an association. Of course, the States
of the US are free to design their judiciaries in whatever variation of the principle of
separation of powers reflects the preferences of their own State constitutions.
Initially, States appointed their judges just like the Union its federal judges. Since
1846, however, the hope that elected judges would be more amenable to grant strict
liability in cases pitting industry against public fears led a growing number of States
to adopt judicial elections (Shugerman 2010). Until today, there is a lively Amer-
ican debate between proponents of judicial independence, such as afforded by
appointments of judges to life tenure, and democratic accountability guaranteed
by judicial elections for limited terms. The scholarly debate has been accompanied
by more acerbic accusations of party patronage and cronyism against judicial
elections, which, since the 1980s, have become increasingly “nasty, noisy and
costly” (Shugerman 2010 at 1351), on the one hand, and of an intrinsic economic
conservatism of life-tenured federal judges on the other. Many of these accusations
have been refuted by examples of unpopular independent rulings of elected judges
and path-breaking decisions of life-tenured judges defying conservative inertia. The
best characterization of the aggregate state of affairs of the American case is
perhaps that the “US is a laboratory of efforts to adjust judicial independence and
accountability to one another” (Gur-Arie and Wheeler 2001 at 133). In 1998,
general jurisdiction first instance trial judges in 15 States were appointed by the
Governor, in 10 States selected through partisan elections, in 18 States through
non-partisan elections, and in the remaining States by various methods of selections
for various lengths of terms. At the same time, appellate judges were appointed by
the governor in 21 States, by legislative appointment in 3 States, by non-partisan
elections in 14 States, by partisan elections in 8 States, by retention elections in
4 States (Rottman et al. 2000, Tables 4 and 7). Hence, in no less than 42 % of
American State court systems, appellate judges were appointed by the State just as
is the rule in civil law countries. If added to the presidential appointment of all life-
tenured federal judges, this indicates that the higher the importance of the judicial
function to be filled, the safer aggregate America feels with state appointed judges.
Again, there is no clear common law/civil law divide.

While acknowledging the venerable Magna Carta tradition of selection or
election of judges as “peers” of the seekers of judicial relief as an emblematical
achievement of the history of English common law in Line 2, Table 5.5 nonetheless
indicates the commonality of the determining role of state-appointed judges in all
common law and civil law countries of our sample, except Switzerland, in Line
1. To be sure, Swiss judges are, on principle, elected (Wittek 2006) and there are lay
judges in a few of the oldest and smallest cantons of Switzerland or in the
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commercial and labor courts of France (Shugerman 2010). But just as the lay judges
in Germany’s “mixed” commercial and labor courts designated by chambers of
commerce and representatives of labor and employers’ organizations respectively
(Langbein 1985), they do not affect the characteristic prevalence in civil law
countries of professional judges in public service nor do they play the same
emblematic role as the “peers” in English Magna Carta tradition. Hence, Table 5.5
(line 2) reserves this tradition to the two common law countries of our sample, the
salience of the role of appointed judges in public service in England and Wales as
well as the US notwithstanding. Arguably, as the Swiss tradition of elected lay
judges dates back to 1291, the century of the Magna Carta, it might just as well be
inserted in line 2. But while being an expression of an indomitable spirit of liberty
and independence surviving until today in the center of Europe, it was not based on
a written document defining the rule of law and forced upon a domestic King with
autocratic ambitions in the same way as the Magna Carta. So while keeping the
Swiss example in mind, we do not need to insert it in line 2 as a qualification of
the cultural uniqueness of English common law. Of course, the defining nature of
the Magna Carta ideal of judgment by one’s peers has long been the jury trial. As
explained in Sect. 5.3.2, this feature was abolished for civil cases in England and
Wales in 1933, and is in the process of vanishing in the US, yielding to lawyer-
brokered out-of-court settlements in both countries. Yet, while disappearing, it
remains an English and American cultural treasure and is recognized as such in
line 2.

In connection with lines 3—5 concerning the legal education, training and
practical experience of judges, it will become immediately clear, however, that
line 1 rather than line 2 will be the one that counts for economic analysis of law. For
as explained in Sect. 5.3.1 and indicated in Table 5.2 (line 1) and Table 5.3, an
active role of the judge as provider of legal knowledge, identifier of legally relevant
facts and manager of the pace of procedure is a crucial factor of efficiency of
justice. If legally uninformed plaintiffs, such as buyers of subprime mortgage-
backed securities (MBS) suing the investment bank selling such MBS for security
fraud; were to rely on equally uninformed “peers” to judge the case, the complex-
ities involved would inexorably expect too much of the judge and lull jurors into
“dozing off” as reported in the case SEC vs. Tourré by the New York Times (2013).
However, while neither in England and Wales nor in the US there have been formal
requirements of legal knowledge as prerequisites of the appointment or election of
judges for the earlier periods relevant for panel analysis (1870—1940s), there has
been a growing recognition in common law countries since then that the complex-
ities of the laws and regulations governing modern economies and societies require
a thorough legal education for judges (Thomas 2006; UK Ministry of Justice 2005;
US Supreme Court 2013). While the UK has mainly relied on in-service training
and accumulation of experience as a prerequisite for senior judicial appointments,
there was greater emphasis on academic legal education in the US just as in civil
law countries. Many of the eighteenth and nineteenth century Justices of the US
Supreme Court studied law under a mentor because there were only few law schools
in the country, but all Justices appointed since 1942 had a law degree (US Supreme
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Court 2013). By 1998, general jurisdiction trial court judges must possess a law
degree in all US States but Maine and Massachusetts (Rottman et al. 2000, Table 8).

There has thus been a remarkable conversion of common law countries to
standards of legal education and practical experience, which civil law judiciaries
have adhered to much earlier (Thomas 2006; Langbein 1985), i.e. simultaneously
with the codification of substantive law and civil procedure in the nineteenth
century or, in the cases of South Korea and Taiwan, in 1960 and 1950 respectively
or, yet, in the case of Switzerland, where practically all elected judges fulfill the
pre-entry requirement of academic legal education plus practical training, except in
4 of the smallest cantons preferring lay judges (Langbein 1985; Thomas 2006
Table 2; Canivet 2012; Ebert 1999; Liihrig 1997, § 5; Deutsches Richtergesetz
1972; Supreme Court of Japan 2013; Nottage 2010; Kim 2013; Kwon 2011; Gauch
1991; Schneider 1999; du Pasquier 2000; Chen 2012). Table 5.5 (line 3) indicates
the commonality of the entry requirement of academic legal education extending to
the US at least since the 1940s and line 4 that of the requirement of practical
experience as a criterion for promotion, appointment or election to positions of
increasing seniority extending to both the UK and the US (Thomas 2006; UK
Ministry of Justice 2005; Rottman et al. 2000). Again, then, there is no clear
common law/civil law divide.

The only educational entry requirement, where there is such a divide, is the
accumulation of academic legal education and practical judicial training in all civil
law countries of our sample (Langbein 1985; Thomas 2006, Table 6; Canivet 2012;
Ebert 1999; Liihrig 1997, § 5; Deutsches Richtergesetz 1972; Nottage 2010;
Supreme Court of Japan 2013; Kim 2013; Gauch 1991; Schneider 1999; du
Pasquier 2000; Chen 2012), which indicates that civil law judges begin their career
at a young age with fresh knowledge of the law and a broad selection of recent cases
relevant for legal and judicial practice (Line 5). Hence, seekers of justice at the edge
of legal innovation may be luckier at a first instance general jurisdiction court with
judges at the beginning of their career in civil law countries than at “trial benches of
elderly lawyers” (Frankel 1975 at 1033) in the US. Judging by the criteria of the
American debate on judicial independence cited above, the length of the career of
civil law judges with multiple possibilities of promotions to senior judicial appoint-
ments leaves no more reason to doubt their independence than that of federal judges
in the US. That commonality between American federal judges and judges in
Western European and East Asian civil law countries should lay to rest LOT’s
concern about there being “more corruption, less consistency, less honesty, less
fairness in judicial decisions” in civil law than in common law countries as quoted
from Djankov et al. (2002) at the beginning of this chapter.

The American case invites a few complementary comparative remarks about the
two civil law countries of our sample with a federal constitution, Germany and
Switzerland. As a rule, German judges begin their careers at a first instance court in
one of the Lander (States) of the Federal Republic after having taken their second
state examination at an appellate court of the Land. Their promotion prospects are
nonetheless just as federal as the federal codes they apply, interpret, or, if necessary,
complement by richterliche Rechtsfindung (judge-made law). At the top of the
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court system, the Federal Supreme Court of general jurisdiction (Bundesger-
ichtshof), and the four other federal supreme courts of special jurisdiction,
i.e. labor relations (Bundesarbeitsgericht), social security matters (Bundesso-
zialgericht), tax and customs matters (Bundesfinanzhof) and litigation between
citizens and public administrations Bundesverwaltungsgericht) beckon the ambi-
tious. This is a powerful incentive to maintain high ethical as well as legal standards
of judicial decision-making (Langbein 1985), the more so as the judgments of State
first instance and appellate courts can easily turn into jurisprudence by publication
in law journals and commentaries of the federal codes, if their reasoning stands out
by innovative departures from established practice of State or Federal courts. It also
explains why the “thoroughness of the German judgment is legendary” (Langbein
1985 at 856). This may hardly impress Erhard Blankenburg, the German sociologist
of law (Blankenburg 2012). But it is nonetheless plain evidence of a prolific source
of judge-made law in a civil law country (Schmiegelow and Schmiegelow 2013)
and, therefore, qualifies LOT’s assumptions about the common law/civil law divide
as one between “adaptive” judge-made law and “political” codified law (Beck
et al. 2003; Rajan and Zingales 2003).

Switzerland, at first sight, comes closest to the US case by its federal structure,
and closest to England and Wales by the four smallest Cantons (States) continuing
to adhere to the principle of lay judges approximating the Magna Carta ideal of
judgment by one’s peers. However, at a closer look the Swiss case is fundamentally
different from both the US and UK cases. Most fundamentally, each of the
26 Cantons has kept its own judiciary since 1291, and Switzerland does not have
a three-level Federal Judiciary like the US, only the Bundesgericht (Federal
Supreme Court) in Lausanne, created in 1848, which is the court of last resort in
civil matters (Brunschweiler et al. 2011). Differing from the UK even more
strikingly than the US, Swiss judges are elected as a matter of principle, on the
first instance level by direct representation (“Volkswahl”), on the appellate level
either by the cantonal parliament or by Volkswah! and on the level of the
Bundesgericht by the united chambers of the Swiss parliament, the Bundesver-
sammlung (Wittek 2006). On the other hand, just as in France and Germany,
substantive contract law and commercial law has been the same for judges in the
cantons as well as in the Bundesgericht to apply and interpret since its codification
in the nineteenth century (Boucekkine et al. 2010). If they have been practicing
lawyers before being elected as judges, as most of them are as mentioned above,
they will do so with very similar techniques of managing the pace of procedure, fact
gathering, issue narrowing and judgment writing as their French or German col-
leagues (Brunschweiler et al. 2011) thanks to the accumulation of academic and
practical training at Cantonal appellate courts before entering their legal profession.

Inversely, the evident question that might be raised about the role of American
and English judges would be why they should continue to be restrained to what
John Langbein calls their “studied amateurism” and passivity in civil procedure, as
cited in Sect. 5.3.1. Their education and practical experience would certainly enable
them to supply their legal knowledge as a public good just as the civil law judge
striving to implement the principle of iura novit curia. If appointed to judgeships in
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view of previous experience as trial lawyers, they would just have to operate a
mental reorientation from the partisan combat mode of the “sporting theory of
justice” (Pound 1906 at 417) to attitudes of calm detachment and impartiality
considering the trial as being concerned with facts. And they would have to descend
“from the peak of Olympian ignorance” (Frankel 1975 at 1042) of the facts in
dispute to managing the pace of procedure in order to avoid waste and partisan
distortion in the gathering of facts (Langbein 1985). If giants of American law have
been advocating such an adjustment of common law civil procedure to modern
times for more than a century, from Roscoe Pound’s Address to the American Bar
Association in 1906, through Judge Marvin Frankel’s Benjamin Cardozo Lecture at
the Association of the Bar of the City of New York in 1975 to John Langbein’s
courageous article in the Chicago Law Review of 1985 just cited, it should not be
considered as an entirely outlandish idea. The level of efficiency of justice in the
UK and the US would dramatically improve and move, as it were, from the three
columns on the right of Table 5.3 to the three columns on the left.

At least in the US, some movement in this direction has taken place since the late
1960s in the form of “managerial judging” (Resnik 1982) in complex federal cases
such as antitrust, securities, product liability, and class actions. The Manual for
Complex Litigation issued by the Federal Judicial Center since 1969 in a regular
sequence of new editions recommends among others that judges narrow the issues
in a first pretrial conference and limit discovery accordingly (§ 1.30 Manual 1982).
Langbein sees this as a sign of convergence with the “conference method” (Kaplan
1960 at 410) of German civil procedure. Other American legal and sociological
scholars have voiced misgivings about the criterion of efficiency in connection with
justice (Resnik 1982; Galanter and Frozena 2011). Samuel Gross even considers
procedural inefficiency as an “American advantage” (1987). If one considers
efficiency of justice as a goal, as LOT does, however, one should welcome this
bridge over the common law/civil law divide.

Finally, if Djankov et al.’s (2002) concern about avoiding delay and corruption,
assuring consistency, honesty and fairness in judicial decisions, and easing access
to justice is to be taken seriously, the salaries of judges would merit LOT’s attention
as well. All judges should be paid well enough to sustain their “role fidelity”
(Shugerman 2010) as diligent, incorruptible, consistent, honest and fair providers
of justice. Some graduation between salaries of first instance, appellate and
supreme court-judges would correspond to the increasing scale of their experience
and responsibilities. Inordinate income discrepancies between judges of the all
important first instance courts on the one hand and the socially more dignified
senior positions at appellate and supreme courts, however, might easily undermine
the incentives for first instance judges to maintain high ethical and professional
standards.

Empirical research in African, Asian and Latin American countries has shown
this to be a particular source of institutional corruption in the judiciary and an
impediment for access to justice (Pistor and Wellons 1999; Buscaglia 1997). The
problem may be more pronounced in former British colonies of the British empire,
where the transplant of the English tradition of combining appellate and supreme



H. Schmiegelow

154

(2107) MO[9Fo1uydS pue MO[FIuydS :uFIsop 9[qe} ‘uone[idwod umo sioyny :§22.10§

..0,, £q 90uasqe 11y} sisA[eur

Toued orwreu£p 103 ejEp JOO 9[qeII Jo Jeak Sunrels oy ‘(0,81 sejepaid amonis oy JO JUSWUYSI[GeIS ) JO S[NI 3y} JO 90I0] OJUT ANud oy J1 ,,<,, £q papaderd
‘pauonIUOW SAINIONIS [eIIPN[ Y} JO JUSWYSI[QRISS ) JO SI[NI Y} JO 2010J OJul A1US JO Jedk Yy AQ PaYedIpul ST SAINJONI)S Jo I[N Jo doudsald Ay, ;puasay

8¢61 0L81< 0 0 0 0 0 0 §]242] 110>
2101s §) ‘]242] 2oupISUl 15.41f Y1)
2014428 J141D UDY]
Aom0] Ajpupdifiudis Liojps A1.uvaf g
0L8I< 0L81< 0 0 0 0 0 0 1242 14102 dwia.41dns *q°/
0L81< 0L81< 0 0 0 0 0 0 1242] 2pjj2ddp v/
2014428 J141D UbY] 42y 31Y
AJpunoifiudis Livpps ALipag <y
0 0 0sel SL8I 0961 0681 6L81 0L8I< 1242] 14102 dwid.4dns ">°9
0 0 0sel SL8I 0961 0681 6L81 0L81< [249] Es&m%@.é@
0 0 0s61 SL8I 0961 0681 6L81 0L81< [242] 2oupjsul 1s.41f "D°9
2010128 J141D YJIM
au1) ur Ajy3noa Lipps .vaf 9
0 0 0s61 0 0961 0681 6L81 0L81< painbai
Bupup.y (poyov.d snyd o1uppvoY *¢
0L81< 0L81< 0s61 SL8I 0961 0681 6L81 0L81< painba. 20udl2dX2 [P2UIDA] B
(19seq)
S0v61 0 0s61 SL8I 0961 0681 6L81 0L81< painba. uluin.gy S1udpdy °¢
0L8I< €E61-0L81< SpLAY [1A12 Ul Sulp1oap sarinl q 7
0L8I< 0L81< 2.4npadoad
youaq ur Sujn.i sagpnl vz
0L81 < 0L81 < 0 (0L81<) 0 0 0 0 ..s402d,, s pa1o2]>
(s1en (1621) 10 pa]22]as sarnl pup sagpnf g
0L8I < 0L81< 0s61 0L81 0961 0681 6L81 0L81< 2014408 d1jqnd
(L8LT) (Amyuoo , 77) (0g61) (8+81) (9081) i sa8pny paioaja 40 pajuroddy [
$.1N)9N.1)S /SI[NY
SI[BAA
SN ‘puejduy SN uemIe], PUBLIIZ)IMS | ©BII0Y Y)nog uedep Auewrdn ueay SILIUNOD

sagpnl jo Aed pue smeis §°S JqeL



5 A Counterintuitive Efficiency Divide Between Common Law and Civil Law. .. 155

judicial dignity with aristocratic status, social class and wealth may have met with
greater receptiveness in traditional societies such as India’s and Malaysia’s than the
substance of the common law would warrant. Traditional societies in former French
colonies may have been less receptive for the comparative egalitarianism of the
Napoleonic judiciary, but the French régime was transplanted nonetheless. The
problem in francophone developing countries may rather be an egalitarian
underfunding of the judiciary as a whole.

Lines 6-8 of Table 5.5 indicate clear common law/civil law divides in judicial
salaries. The civil law countries of our sample remunerate their first instance,
appellate and supreme court-judges roughly in line with the graduations of their
respective civil services (CEPEJ 2008). The UK and the US offer their appellate
and supreme court judges significantly higher salaries than comparable members of
their own civil service or their continental European colleagues. To cite just one
example, with the equivalent of 233,742 € in 2006, UK judges at the supreme court
level earned nearly thrice as much as their German colleagues with 86,478 €
(CEPEJ 2008). First instance judges in the UK, on the contrary, get significantly
lower salaries than their civil service colleagues, particularly so part-time and
honorary local court judges (UK Ministry of Justice 2005). A report to the Chief
Justice of the State of New York laments a similar lag behind civil service salaries
for all State court judges (Rottman et al. 2007). This is not to suggest that first
instance judges in the UK and the US are corrupt, perish the thought! But, as a
model for developing countries considering reforms of their judiciaries, such
marked income discrepancies between first instance and appellate or Supreme
Court judges do not recommend themselves in view of the transplant effects
reported above in former British colonies.

5.3.4 Status and Pay of Lawyers

Distinctive features of the role of lawyers in civil procedure have already been
explained in the preceding three sections in terms of their interaction with judges in
the eight countries of our sample. This section serves to complement the data on
status and pay of judges by those of lawyers. Again, most of the commonalities in
relevant rules and structures cut across the common law/civil law divide and some
important differences exist within the common law and civil law subsets of
countries. Of the 11 indicators of Table 5.6 only 3 signal a clear common law/civil
law divide, of which 2 are, in fact, a divide between the US and the rest of the
sample. But all three are of central importance as cost factors affecting access to
justice.

The most interesting common law/civil law commonality can be detected, many
more or less colorful variations notwithstanding, in the rules and structures shaping
the standards of education, practical training and professional experience of the
legal profession, most of them shared, sooner or later in their careers, by lawyers
and judges. Just like lines 3 and 4 of Table 5.5 concerning the status of judges, lines
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3 and 4 of Table 5.6 indicate similar entry requirements for the legal profession,
i.e. academic legal education and practical experience (Dubarry 2012; Ebert 1999;
Liihrig 1997; Supreme Court of Japan 2013; Nottage 2010; Kim 2013; Gauch 1991;
Schneider 1999; du Pasquier 2000; Chen 2012; The Bar Council 2013; Solicitors
Regulation Authority 2011). The only significant difference arises in line 5 of
Table 5.6. While the entry requirement of academic plus practical training for
lawyers is common to all civil law countries of the sample, it is not so in the two
common law countries.

For lawyers, there is also a divide within the common law subset: In England and
Wales, aspirant barristers always had, and still have, to go through practical
“pupillage” at experienced barristers’ chambers (The Bar Council 2013) and
solicitors must enter a training contract with a training establishment (Solicitors
Regulation Authority 2011) before being admitted to exercising their profession. In
the US, however, a law school degree, usually a J.D., is sufficient as a prerequisite
for admission to the bar examination at a state board of examiners, most often at the
highest state court in the jurisdiction (American Bar Association 2013). Since most
law school students aspiring to become lawyers try to be accepted for “clinics” in
one of the big prestigious law firms during summers, the exception has perhaps less
practical significance, though, than the difference of UK and US regulations of the
profession suggests.

In one respect, there is a significant difference in the practical pre-entry training
of lawyers in France, Taiwan, the UK and the US on the one hand and Germany,
Japan, South Korea on the other. In the latter, the practical pre-entry training at
Germany’s appellate State courts, at the Legal Research and Training Institute of
the Supreme Court of Japan, the Judicial Research and Training Institute of the
Supreme Court of the Republic of Korea is identical for future judges and advocates
(Ebert 1999; Liihrig 1997; Supreme Court of Japan 2013; Kwon 2011). This means
that future judges and lawyers are trained together in the art, described in the two
previous sections, of seeing the stories of claimant and defendant side-by-side,
separating contested from uncontested, as well as legally relevant from irrelevant,
facts, managing the pace of procedure, and writing judgments with reasons of fact
and of law. Hence, lawyers in these countries are able to anticipate how the judge
will narrow down the issues of a case and advise their client accordingly. Litigants
interested in avoiding avoidable cost and time risk of protracted litigation will
appreciate such counsel.

In Switzerland, judges are elected without formal pre-entry requirement as
mentioned, but most of them are lawyers having gone through a practical training
at the Cantonal appellate court comparable to the German case, where they learn the
technique of issue narrowing, fact gathering and writing of judgments (Wittek
2006; Gauch 1991; Schneider 1999). Such pre-entry education and training for
future judges and lawyers at appellate or supreme courts crucially contributes to
efficiency of justice in terms of Table 5.6. In France and Taiwan, the practical
pre-entry training of lawyers is separated from that of judges for what appears to be
rather different reasons. Marie Goré explains the separation of legal professions in
France as a cherished and unique French tradition, whereas Thomas Chen interprets
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the Taiwanese case as a recent inclination of Taiwan toward the US system rather
than to the Japanese and Korean models (Goré 2012; Chen 2012). In the UK and the
US, there is, as explained, no pre-entry requirement of practical training for judges.

While, as indicated in line 1 of Table 5.6, lawyers in both civil and common law
countries are educated to consider their profession to be in the service of the law
(Dubarry 2012; Busse 2008; Haley 2007; Kawamura 2011; Kim 2013; Kwon 2011;
Gauch 1991; Chen 2012; Bar Standards Board 2004; Plant 2011; Children 2007),
lawyers in the UK and the US tend to practice it as a business at the same time (Line
2). Danziger and Gillingham (2003 at 193) present anecdotal evidence of the “legal
business” that sprang up around Westminster in medieval England. Lord Jackson’s
report of 2009 finds the combination of passive judges and of two-tiered manage-
ment of the pace of procedure by expensive solicitors and more expensive barristers
in urgent need of reform (Jackson 2009).

In the US, the legal business appears to be a more recent phenomenon. Stephen
Harper has carefully researched how leading American law firms have moved away
from traditional partnership ideals towards what they “euphemistically” call the
“business model” (Harper 2013 at 70) now dominating the private practice of law.
A 1975 decision of the US Supreme Court outlawed minimum legal fee schedules
for various legal services as a violation of antitrust law. It had a dramatic effect on
the predictability of the cost risk of litigation: lawyers turned to hourly billing for
actual time spent. “Converting time to money”” (Harper 2013 at 71) in an adversarial
civil procedure, of which lawyers determine the pace, became part of the business
model of private legal practice in the US (Maxeiner et al. 2010). Even an important
palliative against this cost risk from the point of view of access to justice, i.e. the
contingency fee, was turned by American law firms specializing in class action into
a lucrative business lamented by the US Chamber of Commerce (Rickard 2010).

To be sure, as indicated in line 8 of Table 5.6, contingency fees have been
admitted in some civil law countries as well, such as in Japan and South Korea since
their codification of civil procedure, or in Germany most recently in accordance
with a ruling of the Bundesverfassungsgericht (Federal Constitutional Court), “if
necessary to provide access to justice” (BverfGE 2006, pp. 117, 163-202; Hess and
Huebner 2012). Lord Jackson’s report (Jackson 2009) recommended it for adoption
in the UK. Both the German ruling and the English recommendation are too late to
count in the control of long term-panel analysis of DHR for PE. The US, however,
stands out by the practice of lawyers charging 40 % or more of the proceeds of the
case for the claimant (Rickard 2010), which promises huge profits for law firms
specializing in class actions for thousands of clients in one big litigation. Lisa
Rickard, the President of the US Chamber of Commerce Institute for Legal
Reforms (ILR) reported that the cost of tort litigation amounted to 2.2 % of US
GDP in 2005 and warned that “the spread of US style legal compensation” had the
potential to break the back of global commerce” (Rickard 2010). Even outside the
special interest arguments of the American business community, the debate about
the pros and cons of class action under the conditions of American practices of legal
compensation goes on (Nocera 2013; American Association for Justice 2013). It
appears that contingency fees and class action, both of which should serve as
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palliatives against the basic structural inefficiency of common law civil procedure
have ended up to constitute a sizable economic problem as a consequence
of America’s legal profession having turned into a business. Lines 9 and 11 of
Table 5.6 indicate the American singularity of this adverse economic effect of
exorbitant contingency fees and a share of legal costs in GDP of 2 %, in contrast to
all other countries of our sample.

On the other hand, the principle of lawyers’ fees negotiated with the client is not,
as such, a distinctive feature of the common law side of a common law/civil law
divide. France, Japan and Taiwan have it, too (Cayrol 2012; Wagatsuma 2012; Chiu
and Sung 2004), as indicated in line 7 of Table 5.6. Inevitably, the principle
contributes to “a certain opacity” of litigation costs, as quoted above from Haravon
(2010), in these civil law countries as well, although certainly not to one so
impenetrable as in the US and the UK. The most predictable, and on average, the
least costly regime from the point of view of litigants is the setting of fees by law
according to a descending scale of percentages of value of the matter in dispute,
which has been the case in Germany, South Korea and Switzerland as indicated in
line 6 of Table 5.6 (Hess and Hiibner 2012; Lee 2012; Zellweger 2012).

On the whole, it seems fair to say, with Reimann (2012), that problems with high
civil litigations costs and, hence, access to justice, result mainly from lawyers’ fees
and are more severe and pervasive in common law than in civil law jurisdictions.
This conclusion does not directly challenge LOT, since LOT, as explained in
Sect. 5.2, has not focused on comparative cost, but on comparative formalism and
duration of civil procedure. What emerges as a sizable methodological problem,
however, is the omission of this factor, especially since Djankov et al. (2002, 2007)
rely on lawyers as sources for their data. That lawyers do not volunteer to dwell on
their fees in response to questionnaire omitting that question is understandable. But
that a theory dealing, like most prominently LOT, with the economic analysis of
law does not raise the question of costs, is, to say the least, somewhat disappointing.

High and unpredictable legal cost may not be a decisive impediment for aggre-
gate growth in economies enjoying financial center advantage like those of the UK
and the US (Boucekkine et al. 2010), however. As explained already in Sect. 5.3.1,
financial investors may turn the cost risk and micro-economic incentive structure of
litigation under inefficient common law procedural rules into a procedural advan-
tage against financially weaker parties (Massenot 2010a). For countries like France,
Germany, Japan, South Korea and Taiwan, however, whose aggregate growth
depends to a much greater extent on industrial sectors in which medium and
small enterprises, stylized by Massenot as risk averse engineers (Massenot
2010b), play a crucial role, the opposite incentive structure would be a vital
institutional requirement. The comparative cost and time efficiency of civil law
procedure in civil law countries provides such an incentive structure.

This is a first confirmation of the procedural efficiency hypothesis of this paper,
namely that common law and civil law civil procedure, by their very different
degrees of efficiency and their relations of complementary opposition with ADR,
transmit substantive common law and civil law rules effectively into an institutional
environment sustaining the diverse structural characteristics of each of the eight
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economies of our sample. Boucekkine et al. (2010) argued that the superior number
of codified default rules for the ten economically most important contract types was
an effective institutional environment for industrialized civil law countries without
financial center advantage leading to a long term evolution of their GDP per capita
converging with, and at times superior to, common law countries with financial
center advantage. Indeed, after having surveyed the first 4 of our 8 categories of
indicators, there are prospects that the PEH of this chapter might sustain the DRH of
the Boucekkine et al. (2010 and Chap. 3 of this book).

Switzerland, of course, has it both ways, combining financial center advantage
and a dynamic industrial sector with a balanced mix of small, medium and big
enterprises (Boucekkine et al. 2010, Chap. 3). Zellweger’s (2012) characterization
of the costs of Swiss civil procedure as “pricey but predictable” appears to fit the
composite structure of the country’s economy with uncanny accuracy. Indeed, in
Massenot’s terms, the “priceyness” should please financial market litigants used to
let risks work in their favor, whereas the “predictability” should encourage risk-
averse engineers to go, if necessary, to court for contract enforcement or other
judicial relief, if their cases are evidently meritorious. With this particular compo-
sition, Swiss civil procedure appears to serve both the major sectors of the country’s
economy as a functional institutional framework.

5.3.5 Cost Rules and Structures

PEH is further confirmed by a comparison of rules on cost and fee allocation
between the litigants as well as structures of court costs and levels of lawyers’
fees. This is not obvious at first sight. None of the seven lines of indicators in
Table 5.7 presents a clear common law/civil law divide. But if seen in light of the
counterintuitive efficiency divide explained in Sect. 5.3.1 and schematized in
Table 5.3, the most striking features of the incentive structures of the cost regimes
of the eight countries become immediately apparent. As indicated in lines 1 and
2, all 8 countries shift the burden of court costs of the winning side to the loosing
side, while only Germany, South Korea, Switzerland and the UK do so also for the
lawyers’ fees of the winner. France, Japan, Taiwan (except in appeals to the
Supreme court) and the US follow the principle that each party pays its own
lawyer’s fees (Cayrol 2012; Hess and Huebner 2012; Wagatsuma 2012; Lee
2010; Zellweger 2012; Chiu and Sung 2004; Moorhead 2012; Maxeiner 2012).

In the US, this is called the “American rule”, while the allocation of lawyer’s
fees of the winning party to the loser is called the “English rule” (Maxeiner 2012).
In principle, this is a fundamental difference between the two leading common law
countries in terms of access to justice. The shifting of the winning party’s lawyer’s
fees to the looser is considered, as a rule, to ease access to justice for poor or middle
class claimants with meritorious cases. This incentive in favor of financially weaker
claimants is confirmed by high litigation rates in German speaking civil law
countries (Reimann 2012) as well as in South Korea (Lee 2010). But, as discussed
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in the preceding sections, these are also countries with efficient civil procedures
managed by judges. Hence the downside risk of having to bear both sides’ lawyers’
costs rather than none in case of an unexpected dismissal of the claim is much
smaller, and moreover, more predictable, than in American or English civil
procedure.

The same cannot be said about the English cost-shifting rule. On the contrary,
given the much more sizeable cost risk of accumulated solicitors and barristers fees
in the case of dismissal after a more lengthy procedure controlled by lawyers rather
than the ideal-typically passive common law judge, potential claimants will think
twice before going to court. The original intent of the English rule may well have
been to discourage “frivolous suits” rather than easing access to justice. To wit,
Lord Jackson, in his 2009 report on the review of civil litigation costs in the UK,
proposed to introduce contingency fees as well as a more active role of judges for
the purpose of easing access to justice (Jackson 2009). Until such reforms are
implemented however, the commonality of the incentive structure of inefficient
lawyer-dominated civil procedure in the UK and the US continues to favor the
financial markets which have crucially contributed to the aggregate growth of their
economies in the period from 1870 to 2008.

Line 3 of Table 5.7 indicates the contrast between lawyers’ fees set by law in
descending scales of value of the matter in dispute on the one hand and fees freely
negotiated with clients on the other. For the former, the German example is
straightforward and well documented by Hess and Huebner (2012), while Koreans
routinely negotiate supplements to the scheduled fees, which are difficult to docu-
ment (Lee 2010). The problem is even greater in the case of countries privileging
freely negotiated fees. Given the difficulty of predicting the time lawyers need to
spend for their clients, data for France, Japan, Taiwan, the UK and the US are
almost impossible to obtain. Fortunately, however, Maxeiner (2010) has
constructed an ideal-typical case, “Roe vs. Doe”, detailing how the American rule
easily leads to a sum of lawyers’ fees for the winner Roe alone in excess of his
$75,000 claim awarded him by the court, i.e. $77,500 or 103 %. This compares with
a total cost in scheduled fees for both sides of only 10,664 € ($14,220), or 10,7 % of
an amount in controversy of 100,000 € ($133,350), to be paid by the looser in the
straightforward case of Germany (Hess and Huebner 2012). In Maxeiner’s words
(Maxeiner et al. 2010 at 32), “without control of costs, and in the absence of a loser
pays system, defense counsel, through a vigorous defense, can render a $75,000
claim valueless” in the US. This example illustrates how major American mortgage
lenders could turn the comparative inefficiency of American civil procedure into an
advantage against financially weak mortgage borrowers in order to avoid mortgage
modification in the subprime crisis of 2007, while two major industrial enterprises
fought it out on a long term delivery contract in Alcoa vs. Essex Group in the oil
crisis of the 1970s on the basis of the common law default rule of frustration of
purpose (Schmiegelow and Schmiegelow 2013, Chap. 4). Alcoa and Essex Group
were perhaps among the last few American enterprises to take the risk of a trial,
before the obsession with billable hours took hold of the legal profession as a result
of the 1975 Supreme Court decision discussed in the previous section.
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In 1923, Austin W. Scott of Harvard Law School, took issue with LOT by
anticipation, as it were, when he wrote in a seminal article in the Harvard Law
Review reprinted in the ABA Journal of the same year: “The common law system
of civil procedure, in its essential principles so sound, has been applied, however,
with such technicality, as frequently to defeat its own purpose. (. ..) There are two
classes of controversies in particular in which our ordinary legal procedure has
broken down to such an extent that it may fairly be said that the result has frequently
been a denial of justice: First, those cases in which the amount in controversy is
small; and second, those in which one of the parties is so poor that he cannot afford
to wage a legal battle” (Scott 1923 at 457). Lines 4-7 of Table 5.7 deal with
solutions, or for want of solutions with palliatives, to the problems of these two
classes of controversy in the eight countries of our sample.

Self-representation is the obvious solution for both small claims and poor parties
(Line 4 of Table 5.7). All civil law countries of our sample have allowed self-
representation in first instance courts for amounts of small claims level since the
codification of their civil procedure. For Germany, Hess and Huebner (2012)
document total court cost of 165 € for both parties, i.e. 16 % for a value of the
matter of 1,000 €, which the looser must pay. In England and Wales, a special small
claims track was created in county courts in 1973 (UK Ministry of Justice 1973),
where the cost risk for the looser for an amount in controversy equivalent of 1,000 €
today is a similar 16 % (UK Government 2013). In the US, Austin Scotts’ 1923
article was the trigger of a movement for the establishment of special small claims
courts first in bigger cities and then in all states. Here the “American Rule” of each
party pays its own cost turns out as a small advantage. The cost of a claim in the
equivalent of 1,000 € in California is just 2 % for each party (California Department
of Consumers 2010).

Unlike the US, the three civil law countries sharing both the “American” rule
and the principle of negotiated lawyer’s fees, France, Japan and Taiwan, offer an
important palliative for financially weaker parties against the incalculable cost risk
resulting from that combination. The CPC, the Minjishosho-ho and the TCCP give
the judge discretion to award the winning party reimbursement of its costs by the
losing party as damages (Line 5). Japan has permitted the palliative of class actions
in 1969, but so far without the unintended consequence of triggering a new business
model for law firms as discussed in the previous section in the case of the US (Line
6). France, Germany, Japan, South Korea and Taiwan provide legal aid for civil
procedure since its codification (Cayrol 2012; Hess and Huebner 2012; Nakajima
2012; Lee 2010; Chiu and Sung 2004). The UK followed suit by the Legal Aid and
Advice Act 1949, which was part of the emergence of the welfare state in the UK
and attempted to compensate the high cost level of common law procedure (Goriely
1999). Switzerland and the US are the only countries of our sample, which have not
committed themselves to public legal aid until today. In Switzerland, the allocation
of court costs and lawyers’ fees to the loosing side functions as a procedural rule
keeping access to justice nonetheless open for poor claimants with meritorious
cases. In the US, the absence of public legal aid in civil cases, combined with the
“American rule” of each party having to pay its own lawyers fees, has been, and still



163

5 A Counterintuitive Efficiency Divide Between Common Law and Civil Law. ..

(Z107) MO[e321uydg pue MO[321WYdS :uFIsop 2[qe) ‘uone[Iduod umo sIoyny :$22.01M0g

..0,, £q @ouasqe 11oy) ‘stsATeue

Toued oruwreup 1oj erep J@O S[qelfaI Jo Jedk Sunels oy) ‘0L8] serepaid aInjongs ) Jo JUSWIYSI[QRIS dY) JO NI Y} JO 2010F 0Jul ANUL oy} JI ,,<,, Aq papaoaid
‘pauoTIUAW SAINIONIS [eIOIpN{ Y} JO JUSWIYSI[QRIS Y} JO SI[NI Y} JO 90I0F OJuT A1Us Jo JedK oY) Aq PoIedIpUI ST SAINJONIIS IO SI[NI Jo douasald ayf, :puasay

0 661 0561 0 0961 0681 6L81 0L81< a1qvjivan
sanand juaSiput 10f (2oupisissv 1507 10 jasuno)) piv [pSaj d2yqnd *,

8¢61 0 0 0 0 6961 0 0 Ppapuipy uoyow SSv|) *9

0 0 0S61 0 0961 0681 0 0L81< 2oputvp

sp $3500 sp1 fo Judmasanquias £.avd Suruion pavn dvw 25pnp g

(osoc ©%9D 3 ¥91 (%5913 991 2 000°1 fo wnp> :suo8uum) sonjoauy Grvd 1oyou fi
€261 €L61 0561 SL8IT 0961 0681 6L81 0L81< 9509 (010} ‘sunvp> jpuis 10f uoypjuasada. f1as Sumoyp saryunod uf

2 000°000°] Jo wivp> pq-e
2000001 fo uiwp> 2q°¢
200001  Jouv qqg
20001 Jowwpd vqg
e eu 0 eu eu 0 Bu $29f , uadp)] ALunoy fo surSavut ap1m 10f Sulnolp a3p.1oAp papuILIsd *q s
0'7) 3 6S1°0F (3000°000°1 /0
1)3 +99°01 2000001 ¢

ur 3 Jo juajt
andsip

10000 D] 4q 125 D*E
(saaf ,s.12dmpy snyd
$1S0D 11N02) SL2qQUINU 2INJOSGD Ul WID]D DUO JO SAPIS Y10q A0f 10D IPIO] *E

sap 0}

0 0 0 SL8I1 0961 0 6L81 0 ut 421Ul fo 2npa o ajr

0L81 0 0S61 0 0 0681 0 0L81< 51800 8, 42dmp] umo s1 sdod Apuod yovs 7
0 0L81< 0 SL8IT 0961 0 6L81 0 57500 5, 424D 5, A1.vd
Sutuutn pup s1502 1.4nod Jip *q°[

0L8T < 0L81 < 0561 (19seq) 0L81<
(s0r81) (s1en (og61) SL8I 0961 0681 6L81 (9081) $1803 14103 [ID D[
sdvd Ajavd Suisoo
oA $21N)IN0)S /SANY

sn ‘pueiSuy N ueMie], PUBLIdZIIMS ©.10Y] IN0S uedep Aueuron Rueay SILUNOD)

SQINJONIS pue SA[NI IS0 L°S d[qBL



164 H. Schmiegelow

is, a structural problem of access to justice, except for small claims. It was left to
civic initiative to establish the Legal Services Corporation (LSC) in 1974 (Kilwein
1999).

In the 1980s and 1990s, however, both public legal aid in the UK, once disposing
of the largest budget in the world for that purpose, and the LCS in the US went into
decline (Regan et al. 1999). This happened to occur simultaneously with the rise of
the share of the financial sectors in the UK and the US economies. According to
Massenot’s (2010a) micro-economic hypothesis, the decline of legal aid must have
reinforced the inverse incentive structure of common law procedure as a deterrent
of litigation against financial actors. The financial sector advantage of the two
common law countries compensated the default rule advantage of the six civil
law countries (Boucekkine et al. 2010). Control for PE further confirms DRH.

5.3.6 Density of Judicial Structures

For access to justice narrowly defined as access to the judiciary, the number of
courts, judges and lawyers per 100,000 inhabitants is the most important structural
indicator. Lines 1-3 of Table 5.8 indicate the numbers, both absolute and relative
per 100,000 inhabitants, of first instance courts, appellate courts and supreme courts
as courts of last resort respectively. Data of absolute numbers of these courts in
France, Germany, and the UK are documented by Youngs (2007) and CEPEJ
(2008), for Japan by Tanaka and Smith (2000), for South Korea by the Korea
Court Organization Act (1949), for Switzerland by CEPEJ (2008), for Taiwan by
Taipei District Court (2013), Taiwan High Court (2013), Judicial Statistics of the
ROC (2012) and Judicial Yuan (2013), and for the US by National Center of State
Courts, 2013 and US Courts (2013). Lines 1 and 2 indicate that the density of first
instance and appellate courts is highest in Switzerland, Germany, and France
followed by Japan, the US, the UK, South Korea and Taiwan for first instance
courts, and by the US, Taiwan, Japan, South Korea for appellate courts with
England and Wales coming last. All countries have, of course, supreme courts of
last resort in civil matters. In six countries, these courts are, at the same time,
constitutional courts, whereas Germany and South Korea have separate constitu-
tional courts offering a “fourth instance”, as it were, on questions of constitution-
ality of the civil law norms applied in the previous three instances.

Overall, Switzerland, the mother countries of LOT’s French and German LO and
Japan score in terms of access to justice as measured by the density of their court
systems, especially the nearness of the first instance courts. If it were not already for
the businesslike “conference method” of civil law procedure as opposed to the high
drama of the concentrated common law trial explained in Sect. 5.3.1, this local
nearness brings them, in fact, much closer to the neighborly function of courts,
stylized by Shapiro (1981), than American and English courts actually are. The UK
stands out by its highly centralized appellate court system with the High Court and
the House of Lords in London (Youngs 2007), the US by its relatively modest score
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of density in spite of the duplication of three-tiered court systems on both State and
Federal levels. Hence, on the point of accessibility of courts by neighborly near-
ness, too, Djankov et al. (2002) are challenged in one of their basic assumptions
cited in the beginning of this chapter. And, of course, superior access to justice by
density of the court system is one more confirmation of PEH in the civil law
countries mentioned.

So is access to justice as measured by the number of judges per 100,000
inhabitants. The data for line 4 were supplied by CEPEJ (2008) for all European
countries, for Japan by Prof. Hiroshi Matsuo of Keio University to the author in
2011, for South Korea and Taiwan by Pistor and Wellons (1999) and for the US
(judges in general jurisdictions courts and single-tiered courts separately) by
LaFountain et al. (2012). Here, Germany stands out with what is considered the
worldwide highest number of judges (Blankenburg 2012), followed by Switzerland
and France in the next two top spots before the US, England and Wales, Taiwan,
South Korea and Japan.

Predictably, considering the dominant role of lawyers in common law procedure
explained in Sect. 5.3.1, the “tables are turned” when it comes to lawyers as part of
judicial structures (Line 5). The two common law countries leave the six civil law
countries of our sample far behind, with 387 lawyers per 100,000 inhabitants in the
US, and 243 solicitors plus 22 barristers in England and Wales, as against 168 in
Germany and a decreasing scale of density in the other five civil law countries
(American Bar Association 2011; CEPEJ 2008, Prof. Matsuo to the author in 2011
concerning Japan, Schwartzmann 2008 concerning South Korea, Winkler Partners
2012 concerning Taiwan). With these numbers, the UK and the US might have
scored in terms of access to justice. But, the dominant role of lawyers in common
law procedure and the high cost risk for litigants resulting from that role, as
explained in Table 5.3 and Sect. 5.3.7, tends to impede rather than ease access to
justice. At best, the numbers illustrate Massenot’s (2010a) inverse incentive struc-
ture of inefficient common law procedure, which might have helped sustain the
financial center advantage of the US and the UK. Indeed, if one accepts the
arguments of the financial industry in favor of deregulation and the phenomenon,
described by Soros (2008), that financial regulation is always “behind the curve of
financial innovation”, it does not take a large step to follow Massenot’s thesis that
the cost inefficiency of the role of lawyers in common law procedure is an
advantage for the financial industry.

While, as argued in Chap. 4, substantive common law will never be behind the
curve of financial innovation thanks to its timelessness, the inefficiency of its
lawyer-dominated common law procedure may well fail to transmit it into practice.
The ruling on contract modification in Aluminum Co. of America (ALCOA) v. Essex
Group (1980) cited in the preceding section may serve as a case in point. Applying
the common law default rule on “frustration of purpose” to a long-term industrial
contract concluded in 1967 running until 1983 which assumed normal inflation and
could not foresee the extraordinary rise in electricity prices triggered by the 1973 oil
crisis, it certainly broke an innovative path of judge-made law. DRH, controlled for
PE, was confirmed for the American economy in this one outstanding industrial
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case. In the subprime crisis three decades later, the American financial industry
appeared to prefer this ruling to remain “law on the books” without its logic being
applied by efficient civil procedure to mortgage modification in the subprime crisis.
This crisis was one of extraordinary deflation. It frustrated the purpose of millions
of mortgage contracts sold by leading financial institutions on the premise of
continuously rising house prices. This premise was based on the seeming mathe-
matical persuasiveness of the Gaussian copula function used by the community of
Wall Street “quants” (Schmiegelow and Schmiegelow 2013, Chap. 4). In this case
DRH was not confirmed until today for the US economy, if controlled for PE,
except for US financial institutions, which were able to avoid litigation from
millions of subprime mortgage borrowers facing foreclosures while being bailed
out effectively by the US government and supported in their recovery by the
Federal reserve through successive programs of quantitative easing.

5.3.7 Litigation Density

Litigation density is the subject of ongoing discussions among sociologists of law,
about whether high litigation rates are indicators of social dysfunction
(Blankenburg 1988; Rickard 2010) or of increasing economic development
(Crossman and Sarat 1975; Wollschldger 1998) or of institutional variation within
countries (Clark 1990). I submit that the least one may say is, that statistically
significant litigation rates, on national or subnational levels, are an unmistakable
control of any hypothesis on access to the judiciary or comparative efficiency of
civil procedure, i.e. PEH in this chapter.

Data on civil law cases per 100,000 inhabitants in line 1 of Table 5.9 are
obtained for the mid 1990s from Wollschldger (1998), except for Japan (Prof.
Matsuo to author for data of 2010), South Korea (Lee 2010 for data of 2005),
Switzerland (CEPEJ 2012 for data of 2010), and the US (LaFountain et al. 2012 for
data of 2010). In spite of the variation of sources and years of the data, significant
structural differences emerge from the ranking of litigation densities as follows:
Germany, South Korea, UK, US, France, Switzerland, Japan, Taiwan.

The two top rankings confirm PEH in civil law countries with the following
efficiency advantages: active judges in public service applying their legal knowl-
edge as a public service, narrowing issues, managing the pace of procedure, and
writing judgments containing reasons of fact and of law (Sects. 5.3.1 and 5.3.3),
absence of demand for ADR as a palliative against judicial inefficiencies
(Sect. 5.3.2), lawyers sharing academic and practical training with judges and
considering their profession as being in the service of the law rather than as a
business (Sect. 5.3.4), and, finally, cost rules making court costs and lawyers fees
comparatively predictable and modest as well as shifting them to the losing party
(Sect. 5.3.5). In addition, Germany relies on the highest densities of courts and
judges per 100,000 inhabitants to ease access to justice (Sect. 5.3.6).
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That the following two ranks go to the two common law countries of our sample
may surprise at first sight in view of the inefficiency of lawyer-dominated
(Sect. 5.3.1 and Table 5.3) and, hence, high cost (Sects. 5.3.4 and 5.3.5) of common
law procedure. However, since demand for law in the UK and the US can be
assumed to be just as inelastic as in other developed civil law countries, the
palliatives for claimants against procedural inefficiency in both countries must be
reflected in higher litigation rates than an elastic reaction to the inverse incentive of
procedural inefficiency would generate in the absence of such palliatives. Most
important for the UK is the rule shifting costs to the losing party, which eases access
to justice in the same way as in German speaking countries and Korea. The fast
track for small claims has been the next most important palliative since 1973
(Sect. 5.3.5) and must have contributed a share of filed cases comparable to the
summary debt procedure in Germany, which was 67 % in Wollschlidger’s 1995 data
(Line 1.b). Legal aid may still have financed some share of litigation for poor
claimants in the postwar period up to the 1970s before the decline of this palliative
began in the 1980s (Sect. 5.3.5). Both the UK and the US share the rise of lawyer-
brokered out-of-court settlements as a palliative for financially weaker parties
against the cost risk of continued controversy through protracted pre-trial discovery
procedures up to the unpredictable drama of what Benjamin Kaplan (1971) has
called the “single-episode trial” (Sect. 5.3.2). The abolition of the civil trial in
England and Wales in 1933 (UK Administration of Justice (Miscellaneous Pro-
visions) Act 1933) and the vanishing of the trial in the US discussed in Sect. 5.3.2
indicate the strength of the incentive to settle out of court after filing the case.
However, American claimants are in a weaker position than English ones, because
the “American rule” (Sect. 5.3.5) prevents them from using cost shifting to the loser
as a bargaining chip. Contingency fees (Sect. 5.3.5), and class actions (Sect. 5.3.6)
have been compensating palliatives for American seekers of access to justice
unable to take alone the entire cost and time risk of lawyer-dominated common
law procedure.

That France, Japan and Taiwan share the “American” cost rule (Sect. 5.3.5)
explains a good deal of their trailing places in litigation density and the more
prominent role of ADR in these three civil law countries, with Japan enjoying the
particular benefit of a cultural tradition of relational dispute resolution (RDR) as
explained Sect. 5.3.2. As reported by Nakajima (2012, Chap. 12), however, a recent
legal aid reform has resulted in a significant increase of the litigation rate, which
speaks in favor of an institutional explanation of changes in litigation density. That
Switzerland trails France in spite of sharing Germany’s and Korea’s cost shifting to
the looser and scheduled lawyers’ fees, is well explained by the important share of
the financial sector in the Swiss economy and Massenot’s (2010a) disinclination
of financial market agents for efficient judge-managed civil procedure. Some of
Massenot’s (2010b) stylized engineers who, on the contrary, appreciate efficient
civil procedure might yet be deterred by the “priceyness” of Swiss scheduled court
costs and lawyers’ fees (Sect. 5.3.5).

Cross-country differences in appeal rates (Line 2 of Table 5.9) may be explained
by restrictions imposed by law. Appeals may be restricted to cases above a certain
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Table 5.9 Litigation density (number of civil law cases per 100,000 inhabitants)

Countries

UK,
Rules/ South England
structures France Germany Japan Korea Switzerland Taiwan Wales UsS

1. Civil law 4,040 12,320 1,701 7,806 2,172 1,690 6,440 5,317
cases
l.a. of which n.a. n.a. n.a. n.a. n.a. n.a. n.a. 3,243
Contract 61 %)
law cases
1.b. of which 1,100 8,340 520 n.a. n.a. 960
summary 67 %
debt
procedures
2. Appeals 12% 1% 16.8% 35% 6% 94% 7%
(in percent
of first
instance
judgments)
3. Cassation/ n.a. n.a. 249 % n.a. n.a. 33% n.a. n.a.
Revision
(in percent
of appeal
court
judgments)

Sources: Authors own compilation; table design: Schmiegelow and Schmiegelow (2012)

monetary value of the claim or subject to admission from either the lower court or
the court of appeal. Monetary restrictions prevail in countries of French and
German LO. Their impact is statistically not significant (OECD 2013). In spite of
such “astonishingly liberal” (Langbein 1985 at 857) accessibility of second instance
courts, which raises access to justice to a further level, Germany’s appeal rate
reported by the OECD is surprising low with 2 %. The OECD associates low appeal
rates with high predictability of appellate court decisions. I would rather submit that
the low German rate is a result of the “legendary” (Langbein 1985 at 856) care,
which German career first instance judges invest in the reasoning of fact and of law
of their written judgments in order to reduce the risk of appellate reversal, as
discussed in Sect. 5.3.3. French and Japanese judgments tend to be much more
succinct by cherished traditions of judicial style, which may explain the rates of
appeal of 12 % in France and 16.8 % (Prof. Matsuo to author 2011) in Japan.
Restrictions by the requirement of leave to appeal prevailing in countries of English
LO reduce appeal rates significantly, to 7 % in the case of England and Wales
(OECD 2013). As the figures for South Korea, Switzerland and Taiwan are below
10 % as well, there is definitely no common-law/civil law divide in appeal rates.
This commonality loses most of its apparent significance, however, if one considers
the paucity of procedures ending in a judgment in England and Wales (just 2 % of
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filed cases as reported by CEPEJ 2008) and the vanishing of the trial in the US as
discussed in Sect. 5.3.2.

To conclude this section, it is fair to say that litigation density reflects both
higher PE in civil law countries and the effect of palliatives against low PE of
common law procedure as explained in Sects. 5.3.1-5.3.6. PEH, controlled for
litigation density, is confirmed.

5.3.8 Duration of Civil Proceedings

Higher PE for civil law procedures is also indicated by the category duration of civil
procedure. This is particularly striking as duration is the single procedural factor of
control used by LOT to support its thesis that “formalism is systematically greater
in civil law countries than in common law countries and is associated with”, among
other social dysfunctions, “inferior access to justice” (Djankov et al. 2002). Unfor-
tunately, the available CEPEJ data on clearance rates of incoming first instance civil
law cases per year do not go back further than 2004 (CEPEJ 2006), and those of the
National Center for State Courts, not further than 2010 (LaFountain et al. 2012).
Building a long time series as in Boucekkine et al. (2010) is impossible. Therefore,
for the purpose of controlling LOT’s broad-brush assertion of “higher expected
duration of judicial proceedings in civil law countries” (Djankov et al. 2002), I
propose to be content with the binary checks of clearance rates above 100 % by
year-end in line 1 of Table 5.10. Only Germany got through the 100 % goal in 2006
and the following years (CEPEJ 2008, 2012). The notes to line 1 indicate rates
between 96 and 99 % for France, Switzerland, the UK and the US with references.

The binary check for disposition times for first instance civil cases below
200 days in line 2 is based on the same data on duration of civil procedure as
Table 5.1, i.e. those collected by Djankov et al. (2007) for enforcement of contrac-
tual debt worth 50 % of GDP pc in 129 countries. As explained in Sect. 5.2, this is a
case type more relevant economically than the case types “eviction of tenants” and
“collection of bounced checks” used by Djankov et al. (2002). It is also more
relevant for the control of DRH in Boucekkine et al. (2010) for PE in this chapter.

In all civil law countries of our sample, except Taiwan, disposition time is below
200 days. In the UK and the US it takes longer, as indicated in Table 5.1. Why our
sample of countries, which includes the mother countries of English, French and
German LO, three financial centers (London, New York and Zurich) and two newly
industrialized countries (South Korea and Taiwan) offers a more accurate measure
of the intrinsic qualities of civil law and common law than Djankov et al.’s (2007)
sample of 129 countries, is explained in Sect. 5.2.

Hence, PEH is also confirmed if controlled for duration of judicial proceedings.
Contrary to LOT’s assumptions, PE is higher in industrialized civil law countries
than in common law countries.
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Table 5.10 Duration of civil law proceedings

Countries
UK,
South England,
Rules/structures France Germany Japan Korea Switzerland Taiwan Wales UsS
1. Clearance rate® of ~ 0° 1° na. na 0 n.a. 0° of

incoming 1st
instance civil cases
above 100 %
2. Disposition time for 1 1 1 1 1 0 0 0
1st instance civil
cases below
200 days®

Notes: Clearance rate and disposition time as defined by the European Commission for the
Efficiency of Justice of the Council of Europe (2008)

“Percentage of cases pending on January 1, which are cleared by December 31: clearance rate (%) =
resolved cases/incoming cases x 100

®96 % in 2006, CEPEJ (2008 at 135)

143 % in 2006, CEPEJ (2008 at 135)

4999.5 % (in 2010), CEPEJ (2012 at 193)

2 % in 2006, CEPEJ (2008 , p. 136) explains: “It should be noted that the clearance rate for UK~
England and Wales is low. Due to their legal system (common law) many cases do not end in a
judgment”

99 % in single tiered state courts (including traffic courts), 98 % in general jurisdiction state courts
(without traffic courts), LaFountain et al. (2012)

£Based on data collected by Djankov et al. (2007) for the enforcement of a contract of unpaid debt
worth 50 % of GDP per capita in 129 countries, for data on average number of days, see Table 5.1
Source: Authors own compilation; table design: Schmiegelow and Schmiegelow (2012)

5.4 Conclusion

The eight categories of the Louvain Questionnaire on rules and structures of civil
procedure identify more significant and reliable cost and time factors affecting
access to justice in common law and civil law countries than LOT’s single category
of formalism. The most critical divide between the two legal traditions is the very
different balance between the roles of judges and lawyers in providing knowledge
of the relevant laws, narrowing issues of facts and managing the pace of procedure.
The most authoritative American and English sources of comparative law and of
reforms of civil procedure in the UK acknowledge or imply that judge-managed
proceedings in civil law countries are more efficient than traditional lawyer-
dominated proceedings in common law countries. Out-of-court settlements and
ADR are important palliatives against common law procedural inefficiencies.
This comes at the cost, however, of the “vanishing of the civil trial” both in the
UK and the US. Hence, civil law procedure has been producing more judge-made
law since the beginning of the twentieth century than common law procedure,
serving an “adaptive” legal process rather than assuming the “political” functions
attributed to it by LOT.
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The categories status and pay of judges and lawyers, cost and fee allocation, as
well as density of judicial structures confirm the efficiency divide from the point of
view of the users of the judicial systems. These results are controlled for litigation
rates, clearance rates and LOT’s own single variable of control, namely duration of
proceedings to enforce contractual debt worth 50 % of GDP pc, using LOT’s own
data. One obvious problem with LOT’s 2002 and 2007 ventures into the subject of
civil procedure was their reliance on the single factor of formalism and the single
control variable of duration just mentioned, both of which masked the decisive
factor of cost as one of the most important thresholds for access to justice. Another
problem is the price LOT had to pay for the robustness of its cross-country analyses
with samples of between 106 and 129 countries. With these samples, overwhelm-
ingly composed of former colonies, more than 50 % of them coded as of French LO,
LOT’s authors unwittingly measured the negative transplant effect of imperial
imposition of the laws of colonial powers to unreceptive countries rather than the
intrinsic efficiency of common law or civil law judicial procedures. In order to
identify the rules and institutional structures determining the comparative effi-
ciency of common law and civil law procedures, it is necessary; to isolate them
as much as possible from distorting effects, such as reverse causation by wealth, the
relative importance of financial and industrial sectors, or, most importantly for
cross country analysis with large country samples, the transplant effect in former
colonies. Although LOT recognizes the first of these three distortions, it remains
oblivious of the second and the third.

The sample of eight countries used in this chapter makes it easier to avoid all
three distortions. With the mother countries of English, French and German LO, it
includes one which was wealthy at the time of the major civil law codifications in
the nineteenth century (UK) and two which were relatively backward industrially
and financially (France, Germany). The sample also includes three countries with
financial center advantage, two of English LO (UK, US) and one of German LO
(Switzerland), which permits consideration of micro-economic analyses of diverse
incentives resulting from procedural efficiency for financial and industrial litigants.
The sample also comprises two former colonies (South Korea, Taiwan), which
having developed their own substantive and procedural laws after independence
just like the US, became newly industrialized countries. But it does not contain any
former colony not having followed that path of institutional reform.

The major methodological economy of this sample is that it is identical to the
one used by Boucekkine et al.’s 2010 analysis of the transaction cost benefit from
codified default rules in substantive contract law. This chapter was able to comple-
ment Boucekkine et al.’s hypothesis, that the superior number of codified default
rules in the contract laws of industrialized civil law countries compensated the
financial center advantage of the UK and the US in the evolution of their GDP pc
from 1870 to 2008 (DRH). DRH was incomplete without a corresponding hypoth-
esis on procedural efficiency (PE), just like substantive law would remain dead
letter as mere “law on the books” without being transformed into social and
economic reality by effective civil procedure (PEH). Data for all 8 categories of
rules and structures of civil procedure in the Louvain Questionnaire confirm PEH
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for the civil law countries of the sample. Recent micro-economic analysis suggests,
however, that the financial centers of our sample may have benefited from the
inverse incentive structure of inefficient common law procedure, which tends to
deter litigation from more risk-averse representatives of other sectors. But this
aspect, too, is well reflected in the comparative performances of Switzerland, the
UK and the US in Boucekkine et al.’s analysis and conclusions (Chap. 3). DRH is
confirmed, if controlled for PE in both of its opposite incentive structures for
industrial and financial sectors.

This result suggests important alternatives to consider for developing countries
intent on autonomous legal reforms. If they hope to develop as financial centers,
like the former English settler colony US or the former English “warehouse”
economy Singapore (Lee 1960, 1972), they might favor lawyer-dominated judicial
procedure. Inversely, if they wish to industrialize like France, Germany and Japan
in the nineteenth century, or Korea and Taiwan in the mid-twentieth century, they
will be better served by judge-managed civil procedure. If they hope for a com-
posite economy with equally strong financial and industrial sectors, they might wish
to opt for Switzerland’s hybrid pattern.
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