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Abstract

In recent years, comparative economics experienced a revival, with a new focus on comparing capitalist economies.  The transition from socialism, the Asian financial crisis, and the European economic and political integration, have challenged our understanding of how capitalism works.  Capitalist economies differ in how they regulate both market activities and political competition, and comparing these differences sheds new light on economic and social outcomes.  The historical origin of a country’s legal system has proved to be an important factor shaping institutions.  Understanding the historical evolution and the current conditions shaping institutions is central to explaining the differences in economic performance, as well as to the design of economic and political reforms.    

I. Introduction.

The traditional field of comparative economics deals with the comparisons of socialism and capitalism
.  Under socialism, the principal mechanism of resource allocation is central planning.  Under capitalism, this mechanism is the market.  The field of comparative economics, which dates back at least to the discussions of market socialism in the 1930s, asks under what circumstances either the plan or the market delivers greater economic efficiency and equality.

The collapse of socialism in Eastern Europe and the Soviet Union a decade ago destroyed the traditional comparative economics as a field.  The economic and political failures of socialism were too evident for any serious scholar to continue contemplating its comparative benefits.  While the academic discussions have probably lasted longer than they should have, by 1990 it became abundantly clear that socialism produced little but misery and inefficiency – not to mention mass murder by the communist dictators who practiced it.  Capitalism, in contrast, produced growth and wealth.  With capitalism triumphant, is comparative economics dead?

The answer, we argue in this paper, is NO.  From the ashes of traditional comparative economics emerged a new field.  This field, which we call the new comparative economics, shares with its predecessor the notion that by comparing alternative economic systems, we can understand better what makes each of them work.  But it sees the key comparisons as being of alternative capitalist models that prevail in different countries.  Every capitalist economy has a large number of public and private institutions.  These institutions function to choose political leaders, to maintain law and order, to secure property rights, to redistribute wealth, to resolve disputes, to govern firms, to allocate credit, and so on.  Political economy over the last two centuries, as well as recent empirical research, demonstrate that these institutions differ tremendously and systematically among countries, and that these differences have significant consequences for economic and political performance.  The comparison of these institutions and of their effectiveness, with a focus on understanding which ones are appropriate in what circumstances, is the subject of the new comparative economics. 

The new comparative economics shares with institutional economics the recognition that the pure competitive model is not a useful way to think about capitalist economies, and that the political and economic institutions crucially shape performance.  Unlike institutional economics, however, which stresses the common achievements of capitalist economies, such as protection of private property, the new comparative economics focuses on institutional diversity.  The new comparative economics also shares with the fields of political economy and public choice its emphasis on politics.  Most crucial institutional differences among countries – whether regulating markets or regulating politics – are governmental.  It is impossible to understand the formation of institutions, their consequences for performance, or their appropriateness for the circumstances without understanding the political forces that drive institutional evolution.

In this paper, we do not survey the developments of the new comparative economics.  Rather, we discuss some of the main intellectual themes, as well as some of the unanswered questions.  The next section deals with three economic changes of final decades of the 20th century that have shaped the intellectual agenda of the new comparative economics.  Section III deals with the institutions securing property rights against private expropriation, what we refer to as “law and order.”  Section IV focuses on the institutions that secure property rights against expropriation by the state, also known as “rule of law.”  Section V considers policy reform.

II. Events and Questions.

Three events in the ending decades of the 20th century have spurred the interest in the new comparative economics.  The first – perhaps the defining economic event of the end of the 20th century  – is the collapse of socialism, and the transition of the economies in Eastern Europe and the former Soviet Union, as well as of China, into capitalism.  The transition experience has been diverse.  Many of the countries of Eastern and Central Europe, especially Poland, Slovenia, Hungary, and the Czech Republic, have successfully established both secure democracies and many of the legal and regulatory institutions of capitalism during the 1990s.  They have grown rapidly, and are expected to fully integrate into Europe over the next few years.  Countries further East, such as Romania and Russia, also moved to establish democracies and market institutions, but their experience has been more checkered.  Some of the Asian countries, from Kazakhstan to China, did not embrace democracy, but undertook significant economic reforms and grew, in China’s case spectacularly.  Finally, several transition economies, including Cuba, Belarus and many countries of Central Asia, did not reform and experienced severe stagnation. 

By and large, early discussions of the transition experiences ignored institutional differences, and focused on the speed of reforms – big bang versus gradualism – as a crucial determinant of performance.  Although it is now clear that the absence of reform – as in Belarus – is associated with both economic and political stagnation, the emphasis on speed turned out to be little more than a headline-grabbing diversion.  The important differences among countries had to do with the effectiveness of the newly created institutions rather than with the speed of reform (see Murrell 1995, Shleifer 1997).  The countries of Central Europe succeeded in creating  successful institutions of a market economy.  Russia – having moved as fast or faster on many of its reforms – faced greater problems of corruption and capture, and failed to grow until recently.  

These divergent experiences raised new questions about transition.  Is democracy the best political system for economic reform or is dictatorship efficient when radical change is required?  China’s economic success under a communist dictatorship, contrasted with the difficulties of Yeltsin’s democracy in Russia, animated the advocates of one party rule; the successes of democracies of Central Europe pointed in the opposite direction.  Within democracies, do reforms proceed better under divided or under consolidated governments?  Many economists started with a prior that consolidated government is essential to implement reforms, yet here again, the deeply divided governments of Central Europe had more success with some of the market reforms than the much more consolidated governments of Russia and Ukraine.  How interventionist and regulatory should the government be in transition economies?  The transition experience saw both successful regulation of markets, in Poland for example, and the more typical degeneration of regulation into corruption and selective abuse of new business.  How much government ownership is compatible with transition to capitalism?  Poland, the Czech Republic, and Russia pursued extensive privatization programs, while China retained large state sectors.  Is a federal structure desirable from the viewpoint of economic transformation?  Scholars of China credited its federalism and resulting competition among regions with the success of the Chinese reforms (Roland 2000); scholars of Russia credited its federalism and the resulting conflict between the regions and the center with the difficulties of Russia’s reforms, particularly in the fiscal area (Shleifer and Treisman 2000).  

All these questions share two common elements.  They all deal with capitalist economies, and ask what shape such economies take.  They also all deal with the institutions of capitalist economies, which appear to differ a great deal.  The presumption of all of these questions is that these differences among the institutions of capitalist economies actually matter for economic performance.  This, indeed, is the central theme of the new comparative economics.

The second crucial economic event for the new comparative economics is the Asian financial crisis of 1997-1998.  Actually, Japan – the world’s most successful economy of the post-war era – led the way, plunging into a recession in the early 1990s and staying in it for (at least) a decade.  The other Asian economic wonders – South Korea, Hong Kong, Singapore, Taiwan, Malaysia, but also to a lesser extent Indonesia and the Philippines – saw collapses of their currencies, financial systems, and economies during the crisis.  And the very factors seen as responsible for their rapid growth in the previous decades – political guidance of the economy, state direction of credit,  openness, the dominance of large diversified groups in the economy – turned into the culprits of the collapse (Perkins 2002).  The Asian growth miracle (World Bank 1993) was re-christened as crony capitalism. 

Initially, economists sought to understand the Asian crisis from a purely macroeconomic perspective, but it quickly became apparent that political and economic institutions had a lot to do with it (Johnson et al. 2000).  Was the collapse a consequence of political liberalization that many East Asian countries have experienced?  More generally, is Asian growth compatible with democracy?  Some champions of the Asian approach, such as Singapore’s Lee Kwan Yew, indeed argue that Asian growth crucially relied on authoritarian discipline.  Others see democratization in Korea and Taiwan as signs of progress.  Is heavy-handed government guidance of the Asian economies the source of their success, as many observers of Korea, Singapore, and Taiwan in particular insist, or the cause of over-borrowing, expansion into inefficient and unprofitable activities, and corruption that precipitated the crisis?  Are Asian business groups, with their extreme diversification, integration with banks, and rapid decision making under family control, a source of economic dynamism, or an adaptation to the extreme politicization of economic life that ultimately manifested itself in a crisis?  Is Asian corruption,  for decades seen as efficiently greasing the wheels of commerce, in reality the hidden cancer that ultimately metastasized and devastated the Asian economies?

The Asian crisis is of great interest in part because, despite their many similarities, the Asian economies have many differences among them.  The countries belong to different legal systems (common law in the cases of Hong Kong, Singapore, and Malaysia; civil law in the cases of Taiwan and Korea); they include democracies like Korea, the Philippines, and Taiwan, and authoritarian states like Singapore, Indonesia and Malaysia; they differ in the aggressiveness of state intervention and so on.  Moreover, the depth of the crisis varied among the economies, with Singapore and Hong Kong fairing relatively well, while Indonesia and Philippines plunging into most extraordinary depressions.  These experiences also drew attention to the variety of capitalist institutions, and their divergent effectiveness in coping with a severe economic shock.

European economic integration is the third great event of the 90s.  It raised many issues of the functioning of economic institutions in a constituency with a great variety of local preferences, laws, customs, and interests.  As politicians in Brussels contemplated the common legal rules for Europe, they needed at least to consider which rules were actually good.  Should European companies have restrictive labor laws – so common in continental, and particularly Mediterranean, Europe – or should they use a more laissez-faire approach to the regulation of labor?  Is the Anglo-Saxon corporate governance system, with widely held firms, strong legal protections of minority shareholders, and developed stock markets, preferred to the German system of powerful banks, family firms, and weak minority rights?  How interventionist and regulatory should be the future European state, especially if it wants to compete with the U.S. in world markets?  Again, all these questions that deal with alternative models of capitalism.

The inevitable lesson of these developments is that institutions vary significantly among capitalist economies, and that these variations influence the most important economic changes.  This raises the question of whether we can think systematically about the diversity of institutions, and about the consequences of alternative arrangements.  What institutions are appropriate for what countries?  If the observed institutions are not appropriate, what forces have shaped them?  Finally, can institutions, especially the inappropriate ones, be reformed?   

In thinking about these issues, it is best to start from first principles.  Since the days of the Enlightenment, economists agreed that good economic institutions must secure property rights (e.g., Rothschild 2001), enabling people to keep the returns on their investment, make contracts, and resolve disputes.  Such security encourages people to invest in themselves and in physical capital, and therefore fosters economic growth.  But there are two sides to the security of property rights.  On the one hand, investment must be secured from the expropriation by one’s neighbors – thieves, competitors, or other violators.  For this, effective public enforcement of property rights is required, what is sometimes called law and order.  On the other hand, a strong government – one capable of protecting property against private infringement – can itself become the thief.  To contain such a government, institutions restricting its power are necessary, what is sometimes referred to as rule of law.  

Accordingly, it is useful to distinguish two aspects of institutional design. The first concerns restrictions on private expropriation – we call this law and order.  The second concerns restrictions of public expropriation – we call this rule of law.  Broadly speaking, law and order  delineates the scope of government: what services should the government provide, how and what should it tax, what should it own, what and how should it regulate, how should it deal with social harms and externalities, which contracts it should enforce and how?  Rule of law shapes the trust in government: how are politicians chosen (if at all), what mechanisms exist to keep them in check, how are policies selected, how are powers allocated between different branches and levels of government, how are judges and regulators controlled?  

Of course, the same institutions often simultaneously contribute to – or subtract from – both law and order and rule of law.  A pro-market dictatorship of Pinochet or General Park may be good for law and order, but bad for rule of law.  The British Labour party in the 1960s and 1970s, utterly subverted by the labor unions, was subject to rule of law, while overseeing a collapse of law and order.  More generally, the very state powerful enough to secure law and order is also able to escape the rule of law.  For expositional convenience, we consider these two aspects of institutional design separately, while recognizing that a theory of appropriate institutions must be attentive to both simultaneously.   

III.  Law and Order. 

The basic functions of government in almost all of economic analysis are to protect property from expropriation, to enforce contracts, and to resolve disputes.  This normative perspective, however, does not get us very far in understanding reality.  The public sector has grown tremendously in the 20th century, coming to account for nearly half of the Gross National Product in successful market economies.  Governments provide law and order, but also many other public goods.  They also own banks, mines, industries, railroads, airlines, and many other businesses in both developing and developed countries.  Government run courts that resolve disputes and enforce contracts, but in many countries a great deal more protection of property is pursued through regulation than through litigation.  And in all these respects, institutions differ tremendously among capitalist economies.  

These differences are both substantial and material for economic performance.  Kaufmann, Kraay, and Zoido-Lobaton (2002) combine data from 15 experts polls and surveys of business people or citizens in general to construct six measures of institutional quality for 175 countries.  The study finds enormous dispersion in institutional quality among countries.  Beck, Demirguc-Kunt, and Maksimovic (2001) use data from the World Bank’s World Business Environment Survey, which collects opinions from entrepreneurs in a large number of countries of the quality of institutions affecting their businesses.  The authors also find significant variation among countries in institutional quality, as well as consistent evidence of lower business growth in countries whose institutions are seen as lacking.  A recent World Development Report of the World Bank (2002) is entirely focused in the variation in institutional quality around the world, and its consequences for economic and social performance. 

This variation in law and order among countries raises two related questions.  First, are the existing institutions efficient, and if not, why not?  Second, are the factors that shape  institutions endogenous to the geographic, ethnic, or political conditions of a country, or are they alternatively exogenously determined by a country’s history of institutional adoption?

There are good reasons to believe that many existing institutions are efficient, and getting more so over time.  After all, the world is surely a better and richer place than it was 100 or 200 years ago.  The case for such efficiency has been forcefully made by institutional economists. Demsetz (1967) and North (1981,1990) argue that there are fixed costs of establishing institutions.  As countries get richer and markets get wider, more and more of the good institutions become efficient because the benefits exceed the costs.  Demsetz (1967) uses this reasoning to explain the transition from common to private property in land as the size of the population, and therefore the land’s scarcity, increases.  In this logic, the causality is from the level of development to the quantity and quality of institutions, and not just the other way around.

In a series of recent papers, Glaeser and Shleifer focus on another factor that determines institutional efficiency, and therefore might influence what institutions are appropriate, namely the costs of enforcement.  To provide law and order, governments need to enforce their rules.  The enforcement of rules cannot be taken for granted – it is an economic activity generally performed by the agents of the state, and as such is limited in its effectiveness by incentives and resources.  A country’s circumstances might determine the government’s capacity to enforce different kinds of rules, and therefore suggest which rules are appropriate.  

Along these lines, Glaeser and Shleifer argue that an important property of a successful institution is its invulnerability to subversion by powerful citizens.  People will attempt to influence any system to their own advantage, thereby benefitting themselves at the expense of others, making property rights insecure in the process.  Controlling such subversion is necessarily costly, and may require different approaches in different circumstances.  Peaceful, relatively equal societies can adopt decentralized, community rules in areas such as dispute resolution, because local justice is more efficient and there is relatively little risk of it being subverted.  Less orderly, more unequal societies, in contrast, could not rely on enforcing community rules, because local justice is likely to be subverted by powerful interests.  Instead, they must rely on the more centralized rules promulgated by the sovereign, which can withstand attempts at subversion, even when such rules contradict the community’s ideas of justice and fairness.  

Glaeser and Shleifer (2002a) use this theory to explain why, starting in the 12th and 13th centuries, the jury-based common law system developed in the relatively peaceful England, while the state-employed-judge civil law system developed in the warring France.  Glaeser and Shleifer (2001) present a related theory to explain why, during the Progressive era at the beginning of the 20th century, the United States replaced litigation with government regulation in many areas of social control of business.  The reason was the vulnerability of courts to subversion by the newly powerful economic interests – the robber barons.  The perception that regulatory bodies – like the royal courts in 13th century France – would be less vulnerable to such subversion was an important argument for regulation.

The Glaeser-Shleifer focus on subversion of enforcement has possibly important implications for what institutions are appropriate to deliver law and order.  Specifically, their theories suggest that advanced, orderly societies, whose officials are least vulnerable to subversion, would most efficiently rely on independent courts to deliver justice.  Societies operating at intermediate levels of “law and order” would efficiently choose to use government regulation to control undesirable conduct, at least when the damages from such conduct are high, since the regulators might be less vulnerable to influence than the judges.  Finally, highly disorderly societies should avoid controlling most economic activity, even when it entails undesirable externalities, because such efforts at control would generally be subverted, leading only to corruption and waste of resources.  This last prediction, derived purely from recognizing the costs of enforcement, contradicts much of the conventional wisdom on regulation (Stiglitz 1994), which holds that the poorest countries have the greatest market failures, and therefore require the greatest interventions by the state.     

The efficiency perspective has much to recommend it, especially in the long run.  But we cannot discuss the variety of capitalist institutions without recognizing that many of them are shaped by factors other than efficiency.  Two factors are crucial here.  First, as we discuss in more detail in the next section, most governments in the world are far from perfect and therefore so are institutions they design and perpetrate.  Second, many institutions we observe in developing countries are not indigenous, but rather have been transplanted during colonization. Although many transplanted institutions have served to improve the security of property rights, there is no reason to think that colonial transplantation is automatically efficient.  

Consider these two factors shaping institutional quality in turn.  As argued by public choice theorists, many institutions are created by dictators trying to stay in power, by powerful interest groups capturing public decision making, and by political majorities to benefit themselves at the expense of the minorities.  The public choice perspective has proved to be extremely helpful for the understanding of institutions.  For example, it sees state ownership as a mechanism of dispensing patronage and maintaining political support for the incumbent politicians (Shleifer and Vishny 1998).  It shows how various regulations, which have ostensibly benign goals, end up protecting incumbent firms from competition, and offering extensive corruption opportunities to their enforcers (Stigler 1971, De Soto 1989, Djankov et al. 2002a).  At the most basic level, it explains socialism itself – the system that concentrates all the political power and economic decision making in the hands of a small elite, thereby providing this elite with the most powerful lever of perpetuating its power, namely making the whole population of a country dependent on it economically. 

Much of the evidence on institutions – both within and across countries – is consistent with the public choice perspective.  In the former genre, economists took advantage of institutional diversity in federal states, such as the U.S. and India.  Besley and Burgess (2002), for example,  examine the differences in the legislation concerning worker rights among the Indian states.  They find that pro-worker amendments to the Industrial Disputes Act are associated with lowered investment, employment, productivity and output in registered manufacturing.  The evidence suggests, in line with much other evidence on regulation, that attempts to redress the balances of power between capital and labor can end up hurting the poor.

Djankov, La Porta, Lopez-de-Silanes and Shleifer (2002a) collect data on the regulations faced by entrepreneurs trying to officially open a business in 85 countries.  They find that entry regulation is extremely heavy in most countries in terms of both the time and the number of procedures that an entrepreneur must complete.  Moreover, heavier entry regulation is not associated with superior quality of products, but rather with greater corruption and larger unofficial economies.  Last but not least, heavier regulation of entry is pursued by the less democratic and less limited governments.  All these results support the public choice view that entry regulation benefits bureaucrats and politicians rather than consumers.

 
The second factor possibly responsible for institutional inefficiency is colonial transplantation.  As European powers conquered most of the world in the 19th century, they brought with them their institutions, including their laws.  It appears that a significant portion of institutional variation among countries is accounted for by transplantation.  

A brief historical account might be useful.  England and France developed very different legal traditions as far back as the 12th century.  The English – or common law – tradition is characterized by the relative independence of judges, the importance of juries, and the reliance on broad legal principles such as fiduciary duty to resolve disputes.  The civil law tradition is derived from Roman law, was rediscovered by the Roman Church in the 11th century, and eventually adopted by most Continental European states.  In the early 19th century, civil law was incorporated into formal legal codes in France and Germany, and indeed writers such as Hayek (1960) date the crucial divergence between civil and common law to Napoleon’s Codes.  The Civil law tradition is characterized by state-employed judges, relative unimportance of juries, and extensive control and oversight of lower level judicial decisions through superior review.

When European powers conquered and colonized other nations, they brought with them many of their political, legal, and regulatory institutions – and most importantly their laws.  England transplanted its laws to the United States, Canada, Australia, New Zealand, as well as South Asia, East Africa, and other areas it colonized.  Napoleon exported France’s legal system to many European lands he conquered, including Portugal and Spain.  French civil law was then transplanted to the parts of the world controlled by the Portuguese, the Spaniards, the Dutch, and the French themselves, and today remains the basis of the legal systems of Latin America, North and West Africa, as well as parts of Asia.  Similarly, the colonizing English transplanted their legal system to the U.S., Canada, Australia, as well as colonies in the Middle East, East Africa, and South Asia.  As a consequence of this colonial transplantation, legal origin became an important factor shaping the legal and regulatory institutions of many countries. 

Legal origin shows up as a determinant of a broad range of institutions.  La Porta, Lopez-de-Silanes, Shleifer and Vishny (1997, 1998), for example, identify legal origin as a crucial determinant of the laws governing the protection of outside investors from expropriation by corporate insiders, with common law providing better protection than civil law.  The authors measure the laws protecting outside shareholders and creditors against expropriation by corporate outsiders in 49 countries.  They find that better investor protection is strongly associated with broader and more valuable capital markets, higher pace of public offerings, more dispersed ownership structure, and other indicators of financial development.  Subsequent research shows that civil law countries generally exhibit heavier government intervention in economic activity, including more burdensome regulation and red tape (La Porta et al. 1999), higher government ownership of banks (La Porta et al. 2002b), and more burdensome regulation of new business entry (Djankov et al. 2002a).  Moreover, the evidence identifies no benefits of the more interventionist institutions for economic or social outcomes.  To the contrary, French legal origin is typically associated with worse public sector outcomes, as well as greater corruption.

There is no agreement as yet as to what is behind the legal origin.  In line with Hayek (1960), Glaeser and Shleifer (2002a) and La Porta et al. (2002b) stress the importance of independent judiciary – central to the common law tradition – for guaranteeing the security of private property.  According to this view, the state-employed judges of the civil law tradition become instruments of, rather than obstacles to, government intervention – a particularly severe problem for the security of private property in developing countries.  Coffee (1999) has emphasized the importance of broad legal principles, such as fiduciary duty, in making common law a force promoting investor protection and financial development.  This reliance on broad legal principles, however, may be part of judicial independence more generally, since tight state control over judges so central to civil law is unsympathetic to judicial discretion inherent in the application of broad principles.  

Recent research points to another potentially important aspect of institutional transplantation, which might account for institutional variety.  Acemoglu et al. (2001) show that settlers suffered very different rates of mortality in different colonies, and accordingly were much more likely to stay and develop their institutions in the colonies where they survived.  The transplantation of Western institutions, with its benefits for the security of property rights and economic development, was consequently more effective in the places where the settlers survived than in places where they did not.  This theory, like legal origin, accounts for some exogenous variation in institutions among countries.  It also suggests that, at least where the colonists settled themselves, institutional transplantation has been highly beneficial.  The United States, Canada, and Australia did not have to invent their laws from scratch – they inherited them from England.  On the other hand, when the colonists did not settle, transplantation may account for institutional inefficiency.

The fact that many institutions in developing countries have taken their shape through transplantation rather than an organic (and perhaps efficient) response to local conditions raises many challenges for the theory of appropriate institutions.  In particular, institutions that are appropriate for democratic countries, with their limited and constrained governments, might not work well when transplanted to a different political environment.  Indeed, as Glaeser and Shleifer (2001, 2002a) show, centralized regulation and law enforcement are least efficient when the interests of the sovereign diverge the most from those of the public, and when the rules are most subject to subversion.  Their theory might explain why the centralized institutions of civil law, while working reasonably well in democratic France and Germany, can become so dangerous in the hands of a “bad” government.  Understanding the consequences of transplantation has become a central agenda of the new comparative economics. 

IV.  Rule of Law. 

Governments successful in delivering law and order may be so powerful as to escape the rule of law.  This is not to say that such powerful governments are never sought after.  History is replete with episodes of public demand for dictatorship in the periods of massive deterioration of law and order.  Nevertheless, on average, unlimited government seems to be associated with less security of property rights.  Historians have focused on the role of Magna Carta in both limiting the political power of the monarchy, and securing property rights in England.  Long term historical evidence shows that, over the last millenium, countries have grown faster under limited government than under autocracy (De Long and Shleifer 1993).

At least since the 18th century, progressive writers have understood that democracy and limited government – government subject to rule of law – are a better way to organize human affairs than dictatorship.  Political power needs to be contestable in elections, and politicians need to be kept in check while in office to prevent abuse of power.  Some degree of separation of executive, legislative, and judicial power is desirable.  Both the tyranny of the majority, and the capture of the state by narrow special interests are to be avoided.  Governments subject to the rule of law are both less likely to expropriate their subjects themselves, and more likely to strive to keep their subjects from expropriating each other. 

Despite some agreement on the goals, how countries achieve the rule of law is subject to great variation around the world, as well as varying degrees of success.  As before, some of the evolution of rule of law is driven by efficiency.  Brennan and Buchanan (1980) and North and Weingast (1989) emphasize the benefits of rigid constitutions – the idea that originated in the U.S. – as a mechanism of restraining the sovereign.  Aghion, Alesina, and Trebbi (2002) examine the design of political institutions in light of the tradeoff between restraining the sovereign and providing him with sufficient discretion to pursue good policies.  They show how exogenous characteristics of the society, such as polarization of voter preferences and aggregate uncertainty, shape the efficient choice of political institutions. 

But, as with law and order, efficiency is obviously not the only factor.  More often than not, politicians themselves design and modify institutions to stay in power.  This is most clear in monarchies and dictatorship, but democracies are not immune.  Voting arrangements, constitutional rules, financing of campaigns and political parties, and other institutions are introduced to keep incumbents in office.  Recent research in the new comparative economics has addressed these issues as well.  Olson (1982), Acemoglu and Robinson (2000, 2002), and Glaeser and Shleifer (2002b) show how horrendous policies and institutions can be best understood from the perspective of entrenching the incumbents. 

What is most interesting from our perspective is that the differences among countries in the regulation of politics are highly systematic as well, and that transplantation is again crucial to understanding the variation among countries.  One important area deals with constitutional design, particularly with respect to the judiciary.  According to Hayek (1960), there are two very distinct ways in which the judiciary secures freedom.  The first is the English common law idea of judicial independence: once laws are passed by Parliament, they are enforced by courts without political interference.  According to this idea, the courts cannot interfere with Parliament, and the Parliament cannot intervene in courts except by passing laws.  The second is the American constitutional idea of checks-and-balances: the courts themselves have the power to check the decisions and laws passed by the legislature against the constitution.  Unlike in the English conception, here the courts can very much interfere with legislative choices.  

Both the English and the American constitutional ideas were transplanted throughout the world in the last 200 years, as most countries wrote their own constitutions.  But they spread differently.  The institution of judicial independence has spread to Britain’s colonies along with other elements of common law.  It generally did not get adopted in the civil law countries.  The American idea of constitutional review has spread to countries influenced by the U.S. Constitution, especially those in Latin America, but after World War II to many other parts of the world, including Continental Europe, as constitutional courts became common. 

La Porta, Lopez-de-Silanes, Pop-Eleches, and Shleifer (2002b) examine recent constitutions of 71 countries, and measure whether these constitutions adopted either (or both) of the two ideas about the judiciary.  They find significant but highly systematic variation among countries, generally following the patterns of transplantation described above.  Specifically, judicial independence is prevalent in common law, but not in civil law countries.  Constitutional review, on the other hand, is more typical of countries influenced by the U.S.  La Porta et al. (2002b) also consider the relationship between these constitutional rules and measures of political and economic freedom around the world.  In the data, independent judiciary is associated with greater economic and political freedom, whereas constitutional review is associated with greater political, but not economic freedom.  This evidence identifies significant benefits of transplantation of judicial institutions for both “law and order” and “rule of law.”

Djankov, La Porta, Lopez-de-Silanes, and Shleifer (2002b) examine a related dimension of regulation of politics: the operation of courts in 109 countries.  Specifically, they focus on the formalism of judicial procedure – the extent to which the law regulates dispute resolution.  To this end, they examine in detail the procedures that need to be followed to take each of two cases – the eviction of a non-paying tenant and the collection of a bounced check – through a nation’s court.  From this examination, they construct indices of procedural formalism – or regulation of dispute resolution – for each country.  They find that French civil law countries exhibit much greater levels of procedural formalism than do common law countries, just as appears to be the case with other kinds of regulation. They also find that greater procedural formalism is associated with significantly longer delays in bringing cases through courts, but not with greater measures of efficiency, consistency, fairness, or accessibility of the legal system.  The evidence on the regulation of dispute resolution mimics that on other kinds of state intervention: legal origin is a strong predictor of greater interventionism, and there is no evidence that such interventionism improves social outcomes.  

The papers we described point to some patterns in the nature of institutions regulating both markets and politics.  Specifically, in many instances, legal origin appears to shape both.  Civil law countries are more centralized and interventionist than common law countries across a range of institutions – they exercise tighter central control of new entrepreneurs, banks, but also courts.  In the mother countries – England and France – this difference in institutional design may have been a response to the different law and order conditions, as Glaeser and Shleifer (2002a) argue.  But in colonies, these institutional features were often transplanted, and thus do not have as apparent efficiency justifications. This does not mean that the consequences of transplantation are necessarily adverse – there are significant benefits of common law in both rich and poor countries.  The central conclusion for the new comparative economics is that legal origin is an important factor pervasively shaping the institutions of capitalist economies. 

The results on the regulation of politics also confirm our earlier conclusion that many aspects of legal origin “go together.”  We have previously emphasized that judicial independence goes along with reliance on broad legal principles in dispute resolution, such as fiduciary duty.  The evidence discussed in this section confirms the role of centralized control in the civil law system, manifested both in a lack of judicial independence and in regulation of dispute resolution.  Such centralized control is of course intimately related to greater government interventionism, and the corresponding lack of “law and order” in developing civil law countries.

V.  Conclusion: Appropriate Institutions.

The New Comparative Economics has made great strides in the last decade.  We appreciate – and have begun to measure – the great institutional diversity of capitalist economies.  We also have focused on the three forces (and there may be others) shaping institutional development: efficiency, political economy, and transplantation.  The lessons of this research is that there is nothing inevitable about the existing institutions.  Although some are efficient and appropriate, many are not.  The fact that many institutions are designed to serve the interests of the incumbent rulers and the political interests that support them, combined with the crucial role of colonial transplantation, are the two key sources of inefficiency.  In the years ahead, institutional reform may become one of the principal strategies of improving human welfare.

Our understanding of reform strategies remains in its infancy, especially in light of the growing understanding that different institutions might be appropriate in different circumstances.  A focus on the forces shaping institutions, however, also suggests some lessons for reform.  

We have argued that legal origin is a powerful factor shaping institutions around the world, whose influence has been driven largely by colonial transplantation.  Although legal origin has been historically important, it is not destiny: colonial heritage should not stop reform. 

The new comparative economics has shed new light on the potential role of government regulation as an enforceable strategy of securing law and order.  Nevertheless, the actual record of regulation in developing countries remains dismal.  Nearly all the available evidence points in a particular direction of desirable reform: reducing government intervention in markets.  The evidence on government ownership, on the regulation of entry, on the regulation of judicial procedures identifies the inefficiencies of excessive intervention in developing countries.  This excessive intervention may be a by-product of the transplantation of the interventionist institutions of civil law, combined with a lack of rule of law.  But the very fact that we are able to diagnose the causes of inefficiency should encourage reform in the direction of lightening intervention.

The fact that such reforms have been slow suggested that the incumbent governments, and the political groups they favor, are the beneficiaries of existing arrangements.  To the extent that these forces are responsible for the persistence of inefficient institutions, reform strategies will require either their destruction or cooptation.  Indeed, institutional reform in transition economies has progressed largely through such political strategies (see Boycko et al. 1995, Shleifer and Treisman 2000).  A lesson of these experiences is that reformers can often – though not always – identify the opponents of change, and build sufficient coalitions to improve institutions.  Around the world, we are seeing more and more examples of this being done.  

Identifying the appropriate institutions, and designing politically feasible reform strategies for introducing them, is both the challenge and the hope of the new comparative economics.  
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