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Abstract

This paper investigates whether legal reforms intended to create a market-friendly
regulatory business environment have a positive impact on economic and financial
outcomes. After conducting a critical review of the legal origins literature, we first
analyze the evolution of legal rules and regulations during the last decade (2006-2014).
For that purpose, we use legal/regulatory indicators from the Doing Business Project
(World Bank). Our findings indicate that countries have actively reformed their legal
systems during this period, particularly French civil law countries. A process of
convergence in the evolution of legal rules and regulations is observed: countries
starting in 2006 in a lower position have improved more than countries with better
initial scores. Also, French civil law countries have reformed their legal systems to a
larger extent than common law countries and, consequently, have improved more in the
majority of the Doing Business indicators used. Second, we estimate fixed-effects panel
regressions to analyze the relationship between changes in legal rules and regulations
and changes in the real economy. Our findings point to a lack of systematic effects of
legal rules and regulations on economic and financial outcomes. This result stands in
contrast to the widespread belief that reforms aiming to strengthen investor and creditor
rights (and other market-friendly policies) systematically lead to better economic and
financial outcomes. It seems that improvements in these legal rules are not sufficient
conditions for that. Finally, we conduct an exploratory analysis of the determinants of
the effectiveness of legal reforms and the gap between legal rules and the reality on the
ground.
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l. Introduction

Nowadays it is widely accepted both in the academic and law-making spheres that legal
reforms aiming to create market-friendly regulatory environments are crucial for
economic growth. Indeed, some political leaders set as goals for their mandates to
improve their countries’ ranking in Doing Business (i.e., the World Bank’s
classification of the ease of doing business across countries).' For instance, Indian
Prime Minister Narendra Modi and Russian President Vladimir Putin explicitly targeted
improving in the Doing Business ranking as one of their objectives for their
administrations (Besley 2015). The Abe Administration in Japan also aims to improve
Japan’s rank, in this case to one of the top three among OECD countries (Haidar and

Hoshi, 2015).

The view that law matters, that is, that legal reforms can make a difference in improving
countries’ economic performance, is to a large extent the legacy of the law and finance
literature, also known as Legal Origins Theory (La Porta et al., 1998, 2008, 2013).
According to this theory, countries whose legal systems provide a stronger protection to
investor and creditor rights (typically common law countries) have more developed
financial markets and more dynamic market economies. The conclusion reached by
many scholars and politicians is that legal reforms aiming to improve the protection of
investor and creditor rights should lead to financial development and, consequently,

economic growth.

However, the evidence suggesting that legal reforms can improve countries’ economic
performance is mainly based on cross-section regression analysis. This type of analysis
does not specifically study whether changes in legal rules are associated with
improvements in economic activity. There may be many confounding factors behind
these findings. What would be really informative is to analyze whether changes in legal
rules are associated with improvements in financial and economic outcomes by keeping
constant all potential confounding factors which are largely fixed at the country level

such as culture, political institutions, etc. This is one of the goals of our analysis.

The purpose of this paper is to use data on legal rules and regulatory outcomes from the

Doing Business Project over the period 2006-2014 in order to establish whether the

! All the information about the Doing Business Project is available at http://www.doingbusiness.org/.
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variation in legal rules has affected financial and economic developmental outcomes, as
suggested by the law and finance view. In doing so, we first try to determine whether
there has been legal change within legal traditions by testing for mean differences
between 2014 and 2006 scores for each of the legal and regulatory indicators studied.
The evidence appears to indicate that there has been legal change, particularly in French
civil law countries. This legal tradition has experienced an improvement in the
following areas: law on the books as measured by the indices of strength of creditor
rights and investor protection, depth of credit information, and in the regulatory burden
on starting a business, registering a property, obtaining construction permits, paying

taxes and trading across borders.

Second, we try to establish whether there is a legal origin effect on legal rules and
regulatory outcomes at the beginning and end of the period, and whether the relative
position of legal traditions changed after the reform. The evidence indicates that in
many areas such as creditor rights and investor protection, efficiency of debt
enforcement, and in the regulatory burden on obtaining construction permits, paying
taxes and trading across borders, the statistically significant differences relative to the
British common law have diminished between 2006 and 2014; and in the case of
starting a business these differences have vanished. This supports the existence of
catching-up of the French civil law to the average legal and regulatory standards of the

British common law.

Third, bearing in mind the large number of legal reforms implemented over the period
2006-2014, particularly in French civil law countries, we try to establish whether
variation in legal rules and regulatory outcomes have been associated with an
improvement in financial and economic developmental outcomes. By estimating panel
specifications using a fixed effects estimator with data averaged over three-year periods,
the evidence does not support the existence of a clear-cut effect of legal rules and
regulatory indicators on financial and economic performance. This finding appears to
accord with the view of those that question the widespread tendency in the lawmaking
sphere over the past decade to imitate tools related to the common law (the pretended

winning origin). If the common law does not systematically lead to better legal rules



and institutions than the French civil law (as the recent critical literature suggests)?, it is
far from clear that adopting common-law tools will improve the efficiency of the legal

system and the performance of the real and financial economy.

The lack of a consistent effect of legal reforms on financial and economic outcomes
does not mean that legal reforms are always ineffective. This simply reflects that on
average we do not find a significant effect, but there are countries in which legal
reforms have been successful. The final part of the paper tries to address the question of
what factors contribute to the effectiveness of legal reforms. The results of our
exploratory analysis suggest that institutional quality and mineral resource abundance
are important factors. In addition, we study the related question of the determinants of
the gap between legal rules and the reality on the ground, which is a consequence on the
lack of efficacy of legal rules. Institutions also appear to be important in reducing the

gap, and common law countries exhibit larger gaps than other legal traditions.

The remaining of the paper is organized as follows. Section II provides a critical review
of the literature dealing with the Legal Origins hypothesis. Section III describes the
legal data employed in the empirical analyses. Section IV conducts an analysis of legal
change as well as several exercises of convergence in legal and regulatory standards
among legal traditions. Section V estimates panel data specifications to shed some light
on the impact of variations in legal rules and regulatory indicators on financial and
economic performance over the period 2006-2014. Section VI conducts an exploratory
analysis of the determinants of the effectiveness of legal reforms and the gap between
law on the books and the reality on the ground. Finally, Section VII draws some policy

implications and concludes.
I1. Revisiting the Legal Origins Hypothesis: A Brief Review of the Literature

One of the most influential explanations of why some countries have well-
functioning legal and financial systems and others do not is undoubtedly the Legal

Origins Theory (La Porta et al., 1998, 2008, 2013). According to this theory, common

% The critical literature review in Section 2 provides many references of studies that fail to find
statistically significant differences in outcomes between the French civil law and the British
common law for a wide variety of legal and regulatory indicators.



law countries are associated with stronger investor and creditor rights,” lower legal
formalism, more efficiency of contract and debt enforcement, and higher judicial
independence than civil law countries. It has also been found that governments in
common law countries intervene and regulate to a lesser extent the economy. The
consequence of all of these results is that, supposedly, common law legal systems lead
to better legal and financial outcomes than civil law systems (La Porta et al., 2008,
2013). Michaels (2009) remarks that the “ingenious idea” of La Porta et al. (1997,
1998) to solve the endogeneity problem between legal rules and economic performance
was “to look at settings in which law was not co-original with society but instead was
imposed as an external factor”, which they found “in the context of colonization, where
law was [...] imposed externally by the colonizing power, with a random distribution of
different legal systems depending on which European country colonized parts of the

non-European world.” (p. 769).

Two mechanisms might explain the superior performance of the British common
law: the “political” and the “adaptability” channels, with the former implying that legal
traditions differ in the weight assigned to private property vs. the rights of the State,
while the second focusing on judicial formalism and the ability for each tradition to
evolve. The historical victory of the coalition among the English Parliament,
bourgeoisie and judges against royalists in the English civil wars in the seventeenth
century promoted the protection of private property rights. Moreover, the case-law
principle, based on the judicial precedent, provided Britain with a legal system that
could easily adapt its law to changing circumstances (Beck and Levine 2005). In
contrast, in the French Revolution the principle of separation of powers relegated judges
to a secondary role of mechanical application of the law, while the state’s powers were
strengthened. The evidence provided by Beck, Demirgiic-Kunt, and Levine (2003)
mainly supports the “adaptability channel”.

The pretended superiority of the common law has had important consequences.
Policy makers imitate legal tools related to the common law (the winning origin) instead
of improving existing institutions typical of the civil law tradition (Roe and Siegel

2009). Indeed, it has been observed certain catching up of civil law countries in terms of

 This implies that investors, both sharcholders and creditors, are protected by law from

expropriation by firms’ majority sharecholders and the management.



legal features typical of common law systems (Armour et al., 2009a). However, a
growing number of scholars have recently criticized the assumptions and findings of the
Legal Origins Theory (e.g., Rajan and Zingales, 2003; Klerman et al., 2011; Spamann,
2010a,b; Oto-Peralias and Romero-Avila, 2014a,b). Therefore, given the important
policy implications of this criticism in the lawmaking sphere, it is crucial to conduct a
critical revision of the state of the literature about the Legal Origins Theory, and to
assess the impact of the new evidence from the point of view of legal reforms. Hence, in
the rest of the section we divide all the criticisms to the Legal Origins Theory into three
main blocks. A first set of criticisms builds on colonialism and the associated
distribution of legal traditions, another set of criticisms is based on political economy
arguments, and a third set is based on the quality and reliability of early indicators of

legal rules and outcomes.

A. Arguments Based on Colonialism and the Distribution of Legal Traditions

Around the World

One of the key criticisms of the Legal Origins Theory is the “Transplant Hypothesis”
proposed by Berkowitz, Pistor, and Richard (2003a, b) who argue that the manner in
which legal systems are obtained is more important than the specific countries’ legal
traditions to explain the quality of legal systems. Thus, they overcome the fact that the
Legal Origins Theory fails to differentiate between the origin countries of legal families
from those receiving their law via legal transplantation, which is tantamount to saying
that the only thing that mattered was the transmission of a particular code, but not the
process of transplantation. They differentiate among origin countries, receptive
transplants and unreceptive transplants, with the first two categories being related to
higher legal effectiveness. According to these authors, law is effective provided a
demand for law exists so that the law on the books is used in practice and legal
intermediaries developing the law show responsiveness to this demand. Whether legal
transplants are receptive or not depends on the adaptation of the imported law to local
conditions and on the population’s familiarity with law principles. Their evidence
supports the fact that countries in which the law was not adapted to local conditions or
the population of the recipient country was not familiar with the law exhibit a lower

level of legal effectiveness and economic development.



To the extent that legal origins are exogenous and more or less fixed at the point of its
transplantation, and hence shape legal rules protecting investors —as predicted by the
Legal Origins Theory—, this may be incompatible with the responsiveness of legal
practitioners to change the law due to markets demand. Indeed, as argued by Roe and
Siegel (2009, p. 784), one of the pillars of the Legal Origins Theory is that basic law has
been imposed from the outside, while we know that “too much law was voluntarily
imported or consciously rejected”. In addition, referring to the work of Dam (2006),
Roe and Siegel (2009) point out that the colonization argument is not sufficiently strong
because most of the recipient countries (including most common and civil law countries

in Africa and many in Latin America) may not have been receptive.

A related criticism to the Legal Origins Theory has to do with the distribution of legal
traditions around the world (Oto-Peralias and Romero-Avila, 2014a, b). In that work,
we focused on the key point of the distribution of legal tradition from origin countries
(colonial powers) to recipient countries (colonies) in the historical process of European

. . 4
colonization.

The Legal Origins Theory implicitly assumes that: 1) All colonial powers exported
their legal system in a homogeneous way, which explains why countries are simply
grouped into four legal traditions (the British common law, and German, Scandinavian
and French civil law).” 2) The basic features of the legal tradition were transplanted to
the recipient country. 3) It is thus not necessary to differentiate countries within legal
traditions. We question assumptions 1 and 3 by arguing that: 1) Colonial powers had
different strategies when implanting their legal systems in the colonies because they
exhibited different responses to the initial conditions (endowments) existing in
colonized territories. 2) The way legal systems were implanted matters for
legal/economic outcomes. We find that the relative legal rules and outcomes of the

British common law vs. the French civil law are associated with the colonial strategies

*Colonialism was a historic event of extraordinary importance. In 1914, the territory occupied by
European powers and their new and former colonies extended over approximately 85 percent of the
global surface. This meant an enormous influence of Europe around the world, leading to the
implantation of different legal systems.

> Daniels, Trebilcock, and Carson (2011) agree on this point by arguing that one of the assumptions
underlying the claim about the superior performance of the British common law is that transplanted
institutions were imposed uniformly across territories; an assumption they clearly question.
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followed by mother countries when implanting their legal systems in their colonial

dominions.

As regards the distribution of the British common law, the transplantation of the
common law was inversely related to the recipient country’s level of population density
at the time of colonization. This was due to the nature of British colonial policy, which
did not want to interfere with preexisting native law and rules of indigenous societies. In
sparsely populated territories with a temperate climate the common law was extensively
transferred by European practitioners, and fitted well with the colonial society. This
made it possible to develop a legal system in the recipient country that is comparable in
many respects to the British. This occurred in North-American and Australasian
colonies. In contrast, in those places with a large indigenous population and unfavorable
disease conditions, the legal and institutional transfer was very superficial and could

even have negative consequences.’

Concerning the distribution of the French civil law, France imposed its civil law
rigidly across its empire, leading frequently to conflicts with existing laws. This legal
colonial policy was coherent with the nature and character of the French empire, which
was more centralized than the British and ruled with a very different ideology, namely,
the consideration of the colonial empire as an intrinsic part of the Republic and the ideal
of assimilation (Fieldhouse 1966; Kumar 2006). Since this colonial policy was largely
independent of the particular circumstances of the colonized territories, the distribution
of the French civil law across colonial dominions was more uniform than in the British
case. In addition, former Spanish colonies deserve separate treatment since they share a
common Castilian law legacy and a different adoption of the Civil Code by imitation.
Arguably, former Spanish colonies experienced a better assimilation of the civil law
(during almost 300 years) and, therefore, one expects better legal outcomes for this

group compared to French colonies.

Our results indicate that the common law does not generally lead to superior legal

rules and outcomes or to a higher level of credit and stock markets development than

SThis is because the widespread use of indirect rule in these colonies (particularly in sub-Saharan
Africa and some parts of Asia) led to the empowerment of local elites who, unlike precolonial times,
were no longer subject to traditional checks by the native population and could mold customary law
in their own benefit, thereby leading to abuses of power and imperfect protection of property rights
(Mamdani, 1996; Lange 2004).
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the French civil law when precolonial population density and/or potential European
settler mortality are high. Our results further indicate that the superior performance of
the common law is largely driven by countries where Britain extensively implanted its
legal tradition. Hence, the statement by La Porta et al. (2008, p. 326) that “legal rules
and regulations differ systematically across countries, [which] are accounted for to a
significant extent by legal origins. [T]he basic historical divergence in the styles of legal
traditions explains well why legal rules differ.” can be qualified since to explain “why
legal rules differ” one must consider both the contents or styles of legal traditions and

the way they were distributed by the origin countries.

Daniels, Trebilcock, and Carson (2011) emphasize the high degree of variability in
jurisdictional arrangements and legal institutions in the British Empire, which were
responsive to the initial conditions encountered by colonizers, including the pre-existing
indigenous legal order. Outside of the settler colonies, territories under British control
did not experience a complete transplantation of the common law and a subsequent
displacement of native rules. In practice, the implantation process of the British law in
each colony led to a unique corpus of law that differed from that in other colonies.
According to these authors, whether a colony developed a long-run stable commitment
to legality and high legal effectiveness depended to some extent on two features of
colonial administration and legal transplantation: (1) the degree of representation in
legislative institutions afforded to the indigenous population, and (2) the degree of
integration of indigenous and British common law courts and animated values, with

higher integration fostering the development of a localized common law jurisprudence.

As a matter of fact, in Nigeria, where indirect rule was extensively exercised, there
existed two parallel courts: colonial courts applicable only to matters involving
Europeans and native courts that —under indigenous customs and rules— dealt with all
disputes between non-Europeans, who under certain conditions could also appeal to the
British court. This dual court system implied that the common law hardly applied to the
great majority of the indigenous population. In addition, since native chiefs were
granted extensive executive powers by the British, and, unlike precolonial times, were
no longer subject to check and balances by the native population, they undermined the
historical legitimacy of the native court system as well as the effectiveness of their

customary law. Unlike indirectly ruled areas in Africa, India was administered as a
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“direct/indirect rule hybrid” and managed to gradually adapt the colonial legal system to
the needs of the Indian population, which resulted in the creation of “a court hierarchy
and a body of law that was both effective and accepted by the native population”
(Daniels, Trebilcock, and Carson, 2011, p. 135).

Klerman et al. (2011) explain the observed cross-country differences in economic
growth between common and civil law countries on the basis of non-legal colonial
factors, which they measure through colonial identity dummies. By exploiting the
imperfect overlap between colonial and legal origin, they discard that the channel given
by the structure of the legal system is important because the growth estimates for juries,
case law and Supreme Court tenure are in general neither individually nor jointly
statistically significant. These results lead them to wonder whether legal origins are

really meaningful.
B. Arguments based on Political Economy

A second body of criticisms is related to political factors and twentieth century
historical events that have influenced the approach by which countries regulate the
financial system and the economy. A major contribution in this regard is the Great
Reversal hypothesis of Rajan and Zingales (2003). They show that in 1913, French civil
law countries had a higher level of financial development —as measured by the average
stock market capitalization to GDP ratio— than common law countries. However, when
they compute this ratio for the same sample of countries in 1999, it is found to be much
larger in common law countries (130 percent) than in French civil law countries (74
percent). The lack of persistent outcomes in financial development that should be
present according to the Legal Origins Theory leads Rajan and Zingales (2003) to reject
it. To explain the great reversal in financial development they employ a political
economy argument. Accordingly, this reversal in financial development levels appears
congruent with the incumbent industrial and financial elites in civil law countries
preventing start-up competitors from having open access to new finance, thus getting rid
of potential competition that could erode the incumbents’ industrial position. All this
would translate into financial repression, whereas in common law countries financial

liberalization would prosper.
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Roe (2006) provides an alternative political economy based explanation of the
patterns observed in securities markets development and divergent ownership structures
in the world’s richer nations over the course of the twentieth century. According to Roe
(2006), those countries suffering greater destruction in World War II were civil law
countries. This weakened the capacity of influence in the polity of capital oriented
interests whose main asset (capital) was largely destroyed during the war. In contrast,
labor was the dominant force in postwar continental Europe as they could influence the
polity via voting. This led to a marked left-right political conflict, which gave rise to
laws and regulations in favor of the workforce and against capital. Hence, those nations
in which leftish actors dominated the political scene, promulgated strong employment

protection laws, but had weaker financial markets (Roe and Siegel, 2009).

In a similar spirit to Rajan and Zingales (2003) thesis, the following papers also
question the pretended fixed and path-dependent link between legal origin and the levels
of protection of creditors and minority shareholders and of financial development. For
instance, Musacchio (2008) documents that even though today Brazil affords creditors a
low level of protection, it provided them with strong rights before 1945. Such a big
variation in creditor rights does not square with the Legal Origins Theory, but it can be
explained by political economy. He conjectures that the fact that in civil law countries
lawmaking is highly centralized makes it more susceptible to capture by interest groups.
He also finds a high degree of variation over time in bond market size and court
enforcement of debt contracts. The reason for the decline of Brazil’s bond market after
World War I must be sought in changes in international capital markets and
macroeconomic instability rather than in legal origin. With a focus on a wider sample of
20 countries, Musacchio (2007) provides evidence of relative convergence in corporate
governance practices concerning the extent of creditor protection included in the
bankruptcy laws and the weak level of shareholder rights across common and French
civil law countries circa 1900. Thus, if one observes today wide cross-country variation
in the development of financial markets, it must be due to events of the twentieth

century rather than to persistent differences caused by legal traditions.

As argued by Roe (2007), legal origin institutions such as the jury system that should
have been transferred by Britain to its colonies are trumped easily by modern political

economy forces. The reason was that the implementation of the British colonial policy —
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whose main political goal was to run a vast empire— conflicted with the implantation of
the jury in its colonial dominions, which previously undermined legal effectiveness as a

means of colonial control in Ireland and the North American colonies (Young, 1988).

Focusing on an early form of shareholder company in ancient Rome, the societas
publicanorum, Malmendier (2009) is able to gather evidence that this institution
flourished and could access broad financing in a legally underdeveloped but politically
supportive environment during the Roman Republic, whereas it practically disappeared
during the Roman Empire in which Roman law grew highly sophisticated but the
political environment became much less supportive. This suggests that provided the
“law as practice” was flexible enough to adapt to the economic needs posed by the
prevalent political interests, the development of the legal system was little important for

economic development and entrepreneurship.

Acemoglu and Johnson (2005) examine the relative importance of legal institutions
related to the protection of contractual rights vs. political institutions related to the
protection of property rights in explaining economic and financial development. Their
evidence is supportive of the dominant role of political institutions in affecting the real
economy. In addition, as pointed out by Malmendier (2009), the ultimate superiority of
political vs. legal institutions can be explained by the fact that a poor legal environment
can be counteracted with private arrangements and reputational effects, whereas weak
political institutions that protect against property expropriation from the elites or the

state cannot.
C. Arguments based on Measurement and Recoding of Legal Data

In this block we find several studies which, by virtue of recoding or using more recent
or alternative legal data, find no systematic differences between common and civil law
countries in many areas of the legal sphere. For instance, Spamann (2010b) challenges
the common view still supporting the existence of clear differences in the area of civil
procedure involving judicial adjudication and enforcement of private claims between
common and civil law countries. Unlike Djankov et al. (2003) who used data for the
World Bank’s first Doing Business report and found that civil law countries exhibited
on average more complex and formalistic procedures (that were also longer and

costlier), Spamann (2010b) used the corrected and expanded data (from the same
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source) on complexity, formalism, duration and cost of procedure in courts of first
instance for a sample of up to 181 countries over the 2003-2008 period. The evidence
with the updated and arguably highest-quality data does not indicate the existence of

any statistically significant difference between common law and civil law countries.

As argued by Spamann (2010b, p. 163), “if the historical common-civil-law division
does not manifest itself economically meaningfully in the area where it originates, it is
unlikely to explain differences in much more remote areas”. Therefore, it is hardly
surprising that when Spamann (2010a) corrects the antidirector rights index originally
used by La Porta et al. (1998) for thirty-three of the forty-six countries initially
investigated, the corrected index no longer renders a higher level of shareholder

. . . .. .7
protection in common law than in civil law countries.

Unlike the studies by La Porta et al. (2006) and Djankov et al. (2008) that provided
clear-cut evidence that private enforcement of investor protection via both disclosure
and private liability rules leads to greater securities market development, whereas public
enforcement does not, Jackson and Roe (2009) constructs resource-based measures of
public enforcement and finds no evidence of the pretended superiority of private
enforcement mechanisms (more prevalent in common law countries) in propelling
securities market development.® Indeed, the latter show that public enforcement is
overall as important as disclosure in explaining the development of financial markets

around the world and more important than private liability rules.

Using time-series data for three parent systems, Britain, France and Germany, and the
United States and India over the period 1970-2005, Armour et al. (2009a) cast doubts
on the empirical validity of the Legal Origins Theory since there have been great

changes in their index of shareholder rights over the past three decades, with a high

7 In contrast to La Porta et al. (1998) who mainly used secondary sources such as Price Waterhouse’s
Doing Business reports for various years, Spamann (2010a) constructed the revised index on the
basis of raw legal data directly derived from primary sources analyzed with the help of local
lawyers.

¥La Porta et al. (2006) employed a public enforcement index which captures the regulators’ formal
authority based on several dimensions measuring their power reach, and Djankov et al. (2008) used
an index aggregating several dimensions concerning whether particular suspect corporate
transactions can lead to a fine or jail sentences for the approving body or the principal wrongdoer. In
contrast, Jackson and Roe (2009) developed several measures of the intensity of public enforcement
of securities market regulation based on information on the regulators’ budgetary resources and
staffing rules.
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degree of convergence between legal traditions in recent years due to a substantial rise
in shareholder protection in civil law countries.” Contrary to the Legal Origins Theory,
they find no significant differences between common and civil law countries in the case
of creditor protection. However, the evidence for workers protecting laws appears more
consistent with the Legal Origins Theory, with a higher degree of labor protection in
civil law countries. In sum, Armour et al. (2009a) document diverging patterns in the
laws across legal traditions until the late 1980s, whereas convergence has set in over the
period 1990-2005, particularly in the case of shareholder protection rights. They explain
these patterns on the basis of institutional complementarities at national level, which
implies that legal systems (the regulatory style and the substantive content of legal
rules) are endogenous to the economic and political environments in which they are
placed. In addition, recent transnational trends of standardization of company law,
insolvency law and labor market regulations lead to convergence of law and regulations

across different traditions.'”

With a focus on the construction of a new shareholder protection index for 20
countries over the period 1995-2005, Siems (2008) finds evidence that most countries
have improved their shareholder protection records in the last years, with a general
converging trend in the past decade.'' Within this general trend, the three origin
countries have constantly improved their investor protection index, while in the case of
the transplant countries, it depends on whether they continue to take developments in

the origin countries into account and thus improve their laws, and whether they take

? This is an important advancement relative to the majority of La Porta and associates’ legal indices
that only offered a cross-sectional view of the law at one moment in time, mostly in the second half
of the 1990s. This had the limitation that it provided only a static description of the law as it stood at
that point, without taking into account the evolution of legal rules caused by either external
transnational convergence trends to best-practice standards or the influence of internal economic and
political factors.

""This idea is not new since Reimann (2001), Husa (2004) and Armour et al. (2009¢c) have argued
that over the past two decades legal systems are becoming global in nature, which makes the idea of
strictly differentiating between common and civil law “an anachronism”.

! Lele and Siems (2007) constructed a new shareholder protection index for five countries (Britain,
France, Germany, India and the United States) over a lengthier period (1970-2005) on the basis of a
much longer number of variables (60) relative to Siems (2008) who only considered 10.
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advantage of common values and a common legal language, facts that more usually take

place in common law countries.

Finally, using the same dataset as Siems (2008), Armour et al. (2009b) find evidence
that common law countries protected shareholder interests to a larger extent than civil
law countries in the period 1995-2005. Nonetheless, there is a more rapid growth in
shareholder protection standards in civil law relative to common law countries. This has
led to a clear catching-up in shareholder protection in the past decade, which a legal
origin effect has not prevented from occurring. In addition, contrary to the law and
finance view, they fail to find any evidence supporting the existence of a statistically
significant positive impact of these legal changes on three proxies for stock market
development (stock market capitalization as a percentage of GDP, the value of stock

trading as a percentage of GDP, and the stock market turnover ratio).

Concerning the implications in the law-making process, the Legal Origins Theory has
deeply influenced our understanding of how to improve legal systems in order to foster
financial development and promote economic activity. The pretended superiority of the
common law in many areas of the legal system advocated by the extant legal-origins
literature has had important consequences. Policy makers in the lawmaking sphere
imitate tools related to the common law (the winning origin) by adopting, for instance,
private micro-institutions of investor protection instead of improving existing
institutions of public enforcement of securities laws (Roe and Siegel 2009). If the
common law does not systematically lead to better legal rules and institutions than the
French civil law —as stressed in many of the criticisms to the Legal Origins Theory—,
then it is not clear that adopting common-law tools will improve the performance and
efficiency of the legal system and therefore, legal reforms in this direction may not have

the desired positive impact on the economy."
I11. Data Description

The rest of the article is devoted to the analysis of the evolution of legal rules and

regulations during the last decade, and whether changes in legal indicators have had an

"This does not imply that some common law countries like Pakistan, due to weak legal adaptability,
record relatively low levels of shareholder protection.

1 See Appendix A for a box containing a summary of the criticisms to the Legal Origins Theory.
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effect on economic and financial outcomes. In this section we describe the data used in

the empirical analysis.
A) Legal and Regulatory Indicators

Concerning the selection of legal/regulatory rules and outcomes, we rely on the Doing
Business Project (2015) dataset for the legal and regulatory indicators. This dataset is
built following the methodology developed in their papers by such prominent authors as
Djankov, La Porta, Lopez-de-Silanes, Shleifer, Vishny and others. A very important
advantage of using this source relative to the original papers’ data is the much wider
coverage of countries and the availability of time series for each indicator over a period
covering the last ten years. Additional advantages of the Doing Business dataset entail
the update of the dataset and enhanced coverage in terms of indicators in addition to
improvements to the methodology and the correction of coding errors and
inconsistencies in the data. Doing Business offers indicators on eleven different topics
of business regulations. According to Belsley (2015, p. 106), “the main achievement of
the Doing Business project has been to shed light and create a more informed debate on
a range of differences in laws and regulations across countries in areas where little was

known on a systematic basis before the project began”.

As regards the selection of indicators, we consider three important dimensions of legal
rules/outcomes that have been previously investigated in the legal origins literature: a)
creditor and investor rights and disclosure, b) legal system efficiency, and c) regulation.
Doing Business data are obtained from local experts on a specific legal/regulation area,
which aim to measure what a standardized firm should expect if it complies with all

official regulations and legal requirements in place on the respective area.

Concerning the first dimension, we select the indicator “Strength of legal rights
index”, denoted by creditor rights, which measures the extent to which collateral and
bankruptcy laws protect borrowers and lenders’ rights. Another important indicator
considered is “Strength of investor protection index” (investor protection), which
assesses the strength of minority shareholder protection against directors’ misuse of
corporate assets for personal gain and self-dealing in related-party transactions. Both
indicators range from 0 to 10, with higher scores implying better designed laws to

expand access to credit as well as to protect investors. These two measures are clear
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examples of “law on the books” indicators. The third indicator is “Depth of credit
information index” (information sharing) that, on a scale from 0 to 6, measures rules
and practices affecting the scope, coverage and accessibility of credit information either
through a public credit registry or a private credit bureau, with higher values reflecting

more information availability.

As regards the second dimension given by the measurement of legal system
efficiency, we select two legal outcome indicators. In the first place, “time required to
complete procedures” (contract enforcement) indicates the time in days required to
resolve a commercial sale dispute through the courts. Arguably, this indicator can be
considered as an objective measure of efficiency of contract enforcement by courts
(Djankov, McLiesh, and Shleifer, 2007). In the second place, the variable labelled as
“recovery rate” measures the present value of debt recovered by creditors in insolvency
proceedings, after deducting the official costs of the proceedings and the loss of value
due to assets depreciation. This indicator constitutes a measure of efficiency of debt

enforcement.

Concerning the third dimension of regulation, the regulatory indicators used are
“number of days required to register a firm” (henceforth starting a business), “number
of days required to register property” (hereafter registering a property), “number of
days required to build a warehouse” (henceforth dealing with construction permits),
“time it takes to prepare, file and pay (or withhold) the corporate income tax, value
added or sales tax, and labor taxes, including payroll taxes and social contributions (in
hours per year)” (hereafter paying taxes), “time for border compliance that includes
time for obtaining, preparing and submitting documents during port or border handling,
customs clearance and inspection procedures” (hereafter time to export and time to

import, respectively).'*

'* Logarithmic transformation is applied to indicators measured in days in order to reduce the high
variability in the data. In the absence of a comprehensive indicator that measures the different
aspects of a dimension by aggregating other indicators (for example, creditor rights), we prefer
indicators measuring the duration of procedures since this is a fundamental feature of legal and
judicial systems, which is reflected in the principle “justice delayed is justice denied”. In this regard,
Spamann (2010b) argues that measures of complexity, such as the number of steps, have an unclear
meaning because they combine and uniformly weight disparate steps that differ greatly in
importance and length.
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Other variables employed are the legal origin dummies, which are obtained from La
Porta et al. (1999) and La Porta, Lopez de Silanes and Shleifer (2008), who identified
the legal origin of the Company Law or Commercial Code in each country. In our
sample we have 64 British common law countries, 100 French civil law countries, 20

German civil law countries and 5 Scandinavian civil law families.
B) Economic and Financial Outcomes

The dependent variables to be explained on the basis of the evolution of legal/regulatory
rules and outcomes are several measures of financial development and economic
development. Concerning the measurement of financial development, for stock markets
we use the market capitalization of listed domestic companies as a percentage of GDP
and the total value of stocks traded as a percentage of GDP, and for financial
intermediaries we use domestic credit to the private sector by banks as a percentage of
GDP (CREDIT1), domestic credit provided by the financial sector as a percentage of
GDP (CREDIT2), and domestic credit to the private sector as a percentage of GDP
(CREDIT3). The latter differs from CREDIT1 in that it incorporates also credit granted
by non-bank financial institutions. Both CREDIT1 and CREDIT3 differ from CREDIT2
in that the latter not only considers credit granted to the private sector, but also to public

enterprises and other entities.

As contemporary economic development outcomes, we employ the ratio of exports
plus imports to GDP, net inflows of foreign direct investment (FDI) as a percentage of
GDP, gross fixed capital formation in the private sector as a percentage of GDP, new
business density as measured by new registrations per 1000 people aged between 15 and
64, the unemployment rate, and the Gini index as a proxy for income inequality.'> Both

financial and economic development outcomes are obtained from the World

"> In Section V, we have also used GDP per capita growth as economic outcome. However, we
present the results for this outcome only in the specification (with both annual and three-year
averaged data) that does not include lagged GDP growth as an additional control variable. One
reason for not presenting the results for GDP per capita growth for the specification that includes
lagged GDP growth as a control variable is that the correlation of lagged GDP growth with the
country fixed effects would bring the Nickell (1981) bias. However, we prefer not to report the
results for this indicator because it may be endogenous to legal reforms. According to non-reported
results, improvements in legal rules are not generally associated with faster GDP per capita growth.
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Development Indicators of the World Bank (2015¢).'® We refer the reader to Table Al
in Appendix B for the descriptive statistics and sources of all the variables used in the

empirical analysis.
IV. Legal Change within Legal Traditions and Convergence

Before trying to explain current economic and financial development outcomes on the
basis of the legal and regulatory reforms implemented over the period 2006-2014, we
next attempt to shed some light on the extent of legal change within each legal tradition

as well as of convergence in legal and regulatory standards among legal traditions.
A. Has There Been Legal Change over the period 2006-20147?

We begin with Figure 1 that depicts the evolution of the legal/regulatory rules
considered over the period 2006-2014. The evolution of the average scores associated
with each indicator is plotted for each of the four legal traditions: the British common
law and the French, German and Scandinavian civil law. The first question we try to
answer is whether there has been legal change within each legal tradition over the
period under scrutiny. For that purpose, we conduct tests for mean differences between
the 2006 and 2014 scores associated with each legal/regulatory indicator for each of the
legal origins. The results of these tests appear in Table 1. As can be observed, the
French civil law tradition is the one that presents more statistically significant
differences in the means of the 2006 and 2014 scores. More specifically, there are
statistically significant differences at the 1% level for the strength of creditor rights
index, depth of credit information index, and the following regulatory indicators: time
to start a business, time to register a property, time to obtain construction permits, time
to export and time to import. In addition, statistically significant differences at the 5%
level are apparent in the strength of investor protection index, and at the 10% level in

the time required to pay taxes.

[Insert Figure 1 about here]

'° This, along with other datasets such as the Global Financial Development Database, can be
accessed via the World Bank Open Databases, through the Stata command wbopendata. More details
are available at http://data.worldbank.org/developers/apps/wbopendata.
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In the case of the indicators of creditor and investor rights and disclosure, there is a
statistically significant rise in the degree of protection and information sharing. In a
similar spirit, there has been a statistically significant fall in the value of the regulatory
indicators, which indicates that in 2014 it takes less time to start a business, register a
property, obtain construction permits, pay taxes or trade across borders than in 2006.
The only two indicators for which there has not been a statistically significant change
are those associated with the efficiency of contract enforcement by courts (time to

enforce a contract) and the efficiency of debt enforcement (recovery rate).

In the case of the German civil law tradition, there has been statistically significant
differences between the 2006 and 2014 scores for only three indicators: a rise in the
depth of credit information index and a fall in the number of days required to start a
business and register a property. It is also interesting the fact that the Scandinavian civil
law group has not exhibited statistically significant differences in their legal/regulatory
indicators scores between the initial and final years, probably due to the fact that their
scores were already good in the initial year for most of the dimensions considered. In
the case of the British common law tradition, there have been statistically significant
improvements in four areas: the depth of credit information index, and the number of

days required to start a business as well as to export and import.
[Insert Table 1 about here]

Overall, there is evidence to support the claim that legal change has been more
prevalent in French civil law countries, relative to other legal traditions. One of the
reasons for this is that their scores in the initial year were worse than those in the other
legal traditions, and another may be related to the fact that policy makers in the
lawmaking sphere tend to imitate the legal and regulatory tools of the winning origin
according to the extant literature (i.e., the British common law). The latter has the
shortcoming that if the common law does not always lead to more advanced legal
systems than other legal traditions, then it is far from certain that adopting common-law
tools will improve the efficiency of the legal system and in turn the level of economic

and financial development.

B. Have Legal Reforms Reduced the Differences in Legal Rules/regulations across

Legal Traditions?
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To investigate whether French civil law countries had worse legal and regulatory rules
and outcomes than the British common law both at the beginning and end of the period
considered or whether the relative position changed after the reforms, Figure 2 plots the
evolution of each legal and regulatory indicator distinguishing between British common
law and civil law countries, and further differentiating on the basis of their level of
development, i.e., less developed countries for those with GDP per capita below the

median and developed countries for those with GDP per capita above the median.

As can be observed, law on the books as measured by the indices of strength of creditor
rights and investor protection is higher in British common law vs. civil law countries
over the whole period for both developing and developed countries. In the case of the
depth of credit information index, civil law countries score higher than the British
common law group in both developing and developed countries. Concerning the
efficiency of debt enforcement, as measured by the recovery rate, the British common
law group is more efficient, irrespective of the countries’ level of development. In the
case of the efficiency of contract enforcement, at the beginning of the period it was
higher in the group of developed common law countries than in the group of developed
civil law countries. However, there has been a clear process of convergence among the
two, and by the end of the period the civil law group slightly surpasses the common law
group. As regards less developed countries, the time to enforce a contract is

substantially lower in civil law countries.

As far as the regulatory outcomes are concerned, the time required to start a business in
2006 is lower in British common law than in civil law countries, irrespective of the
countries’ level of development. However, in 2007 the civil law group overtook the
British common law group in developing countries. In the case of the time required to
register a property, initially the British common law was superior to the civil law in the
developed group, but that trend reversed since 2009. For less developed countries, the
civil law group exhibits superiority over the British common law group during the
whole period. Concerning the indicators of dealing with construction permits and
paying taxes, the British common law group is always superior to the civil law group,
irrespective of the countries’ level of income. Finally, in the case of trading across

borders in terms of both exporting and importing goods, the British common law is
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more efficient than the civil law in the developed group, whereas there is no difference

between the two in the developing countries’ group.
[Insert Figure 2 about here]

In order to deal more rigorously with this issue, panels A and B of Table 2 regress the
respective values of the legal and regulatory indicators in 2006 and 2014 on the French,
German and Scandinavian civil law dummies, taking the British common law as the
omitted category. It is worth noting that the coefficients on the legal origin dummies
represent mean differences with respect to the common law, which is the omitted legal
family. Concerning the results for the initial year, the French civil law tradition has
statistically significant negative differences at the 1% level in the strength of creditor
rights and investor protection indices as well as in the recovery rate, relative to the
British common law. As regards the regulatory indicators, the French civil law tradition
is associated with a statistically significant higher time required to start a business,
obtain construction permits and pay taxes (at the 1% level), and trade across borders

both in terms of exporting and importing at the 5% level.

If we look at the coefficient on the French civil law dummy in 2014, there are still
statistically significant differences with respect to the British common law in the indices
of strength of creditor rights and investor protection, in the recovery rate and in the
regulatory outcomes given by the time required to obtain construction permits, pay
taxes and both export and import. It is worth highlighting the fact that the statistically
significant differences have either diminished in these seven dimensions or vanished in
the case of the time required to start a business between 2006 and 2014. The pattern
observed in the evolution of the mean differences between the legal and regulatory
scores of the French civil law versus the British common law is favorable to the

existence of convergence trends conducive to the catching-up of the former to the latter.

In the case of the German civil law, in 2006 there are statistically significant differences
in the strength of investor protection index, depth of credit information index, time
required to enforce a contract, time required to obtain construction permits, pay taxes
and import, relative to the British common law. It is interesting to point out that in the
case of information sharing, contract enforcement and importing goods is the score of

the German civil law superior to the British common law. When we look at the mean
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differences in 2014 between the German civil law and the British common law, it is
worth noting that there are statistically significant improvements in several dimensions.
As a matter of fact, the relative lower level of investor protection and the higher time
required to obtain construction permits in 2006 are no longer apparent at the end of the
period. In addition, the positive difference in the index of depth of credit information
has increased and the higher time required to pay taxes has fallen. Most importantly, by
the end of the period considered, German civil law countries on average have improved
in three dimensions (relative to the British common law) in which there were no
statistically significant differences in 2006. These dimensions are the efficiency of debt
enforcement as measured by the recovery rate, and the time required to register a
property as well as to export. In the two dimensions of contract enforcement by courts
and importing, the relative superiority of the German civil law has remained fairly
unaltered. Therefore, as in the case of the French civil law group, German civil law
countries have tended to converge to the legal and regulatory standards of the “winning
origin”, and in the case of the recovery rate, registering property and exporting, they

have overtaken them.'’
[Insert Table 2 about here]

Taken as a whole, we find evidence of a legal origin effect on the legal and regulatory
rules in 2006 which, despite the presence of some catching-up of civil law countries to
the average standards of common law countries, still persists in 2014 for many of the
indicators studied. The next section tries to shed more light on the extent of
convergence observed among the legal traditions in each legal and regulatory indicator

during the period 2006-2014.

' In the case of the Scandinavian civil law tradition, its relative superiority between 2006 and 2014
either remained fairly unchanged as in the case of efficiency of debt enforcement (recovery rate),
contract enforcement by courts and time required to register a property, or slightly fell as in the case
of information sharing, time required to start a business and trade across borders for both exporting
and importing. In addition, in the two areas of obtaining construction permits and paying taxes for
which there were not statistically significant initial differences, the Scandinavian civil law tradition
exhibits superiority at the end of the period. Overall, there is not a consistent pattern of convergence
(in this case from above) of the Scandinavian civil law group to the legal and regulatory standards of
the British common law. This is because, even though there has been a slight reduction in the extent
of relative superiority of the Scandinavian civil law tradition in some of the legal and regulatory
dimensions, this legal tradition has become superior in two areas in which it was not at the beginning
of the period.
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C. Has There Been Convergence in Legal and Regulatory Standards among Legal
Traditions over the Period 2006-2014?

Having determined whether there are differences in legal and regulatory indicators
among the legal origins in the initial and final years of the time span examined, we shift
the focus to investigate how these differences have behaved over the 2006-2014 period.
This allows us to establish whether there is evidence of convergence in legal and
regulatory standards among legal traditions. For that purpose, Table 3 reports the mean
value of both the ratio of 2014 to 2006 scores and the difference between the 2014 and
2006 scores for each of the eleven legal and regulatory indicators studied. Both the ratio
and the difference is calculated for each civil law group and the British common law.
The respective ratios and differences are used to test for mean differences between each
civil law group and the common law group. Since the initial scores of the legal and
regulatory indicators are usually worse for the French civil law group relative to those
of the British common law, if the ratio is significantly higher in the former with respect
to the latter for the first four indicators (or significantly lower in the rest), this would
imply that civil law countries have improved more than the British common law

countries, which is a sign of convergence.
[Insert Table 3 about here]

As regards the French civil law, with the exception of the contract enforcement
indicator, the scores of the legal and regulatory indicators in 2014 have improved over
those in 2006. This is reflected in the fact that the mean value of the ratio is well above
one or the mean differences between 2014 and 2006 are positive for the indices of
strength of creditor rights and investor protection, depth of information disclosure, and
the recovery rate, whereas the ratio is below one and the differences are negative in the
case of time to start a business, register a property, obtain construction permits, pay
taxes and trade across borders. This confirms the fact that investor and creditor rights
protection, information sharing and the efficiency of debt enforcement have increased,
whereas the regulatory burden on starting a business, registering a property, obtaining
construction permits, paying taxes and trading across borders has been lowered in

French civil law countries.
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In the case of the British common law, the ratio is also greater than one and the
difference between the 2014 and 2006 scores is positive for creditor and investor
protection, information disclosure, and the recovery rate, while the ratio is below one
and the difference between the 2014 and 2006 scores is negative for contract
enforcement and the regulatory outcomes related to starting a business, registering a
property, obtaining construction permits, paying taxes and trading across borders.
Hence, the scores of all the legal and regulatory indicators have improved in this legal
tradition, though to a lower extent than the French civil law group. This is expected to
be the case because the initial scores of the French civil law tradition were much worse

than those of the British common law across most indicators.

In an attempt to establish whether, overall, French civil law countries have converged or
diverged over the period 2006-2014, Table 3 reports the tests for mean differences in
both the 2014/2006 ratios and the differences between the 2014 and 2006 scores of the
average French civil law country relative to the average British common law country.
When we look at the differences in the 2014/2006 ratio, there are statistically significant
differences in three indicators: indices of strength of creditor rights and investor
protection, and time to start a business. In the case of the differences between the two
legal traditions in their respective 2014-2006 differences, they are statistically
significant in the same three indicators as above and two additional ones: depth of credit
information index and the recovery rate. From this analysis, we can confirm the
existence of convergence between the French civil law and the British common law in
these important dimensions of the legal system. In the other areas, with the exception of
time to enforce contracts, there is also an indication of convergence since mean
differences have the expected sign for convergence (i.e., improvement in French civil

law countries is greater, on average, than in common law countries).

Concerning the results for the German civil law tradition, the scores associated with the
legal and regulatory rules and outcomes between 2006 and 2014 have improved in all
legal and regulatory indicators (to a lower extent than in French civil law countries),
with the exception of contract enforcement. When we look at the differences in the
2014/2006 ratios between the German civil law and the British common law, they are
statistically significant only in three regulatory outcomes: time required to register a

property, obtain construction permits and pay taxes. As regards the differences in the
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respective difference between the 2014 and 2006 scores of the German civil law and the
British common law, they are statistically significant in the same three indicators as

- - 18
above and another two: recovery rate and starting a business.

Taken as a whole, for those indicators that exhibit convergence between the civil law
tradition and the British common law, the legacy of legal origins did not prevent cross-
legal tradition differences from narrowing down over the past decade. This would
contradict the legal origins theory that predicts the persistence over time of the

differences in legal and regulatory standards across legal traditions.
D. More on Convergence: Robustness Checks

In this section we provide additional evidence on the extent of convergence in legal and
regulatory standards across legal traditions. Firstly, Table 4 regresses the average annual
rate of change in each of the legal and regulatory indicators over the period 2006-2014
on French, German and Scandinavian civil law dummies, taking the British common
law as the omitted category. The results are presented in three panels: Panel A with no
additional control, Panel B with the average growth rate of GDP as an additional
control, and Panel C with the log of GDP per capita at the beginning of the period. If the
coefficients on the civil law categories are statistically significant and positive for the
indices of creditor rights, investor protection and information sharing, and the recovery
rate, or significantly negative for the other legal and regulatory outcomes, it would be
indicative that there is a higher number of legal and regulatory reforms in the good
direction in civil law countries relative to the British common law. Such a result would
be conducive to the convergence to the average legal and regulatory standards of the
common law group. Since the results are fairly robust across specifications, in the
exposition we focus on those in Panel C for the specification that controls for log initial

GDP per capita.

' In the case of the Scandinavian civil law group, the ratio of the 2014 to 2006 scores is very close
to one in most indicators, and the respective differences between the 2014 and 2006 scores are very
small. This lower evidence of legal change for this legal tradition stems from the fact that it already
scored very high at the beginning of the period, as argued above. When we look at the differences in
the ratio of this legal tradition relative to the British common law, the evidence supports the
existence of statistically significant differences in only one indicator: time to export. Likewise, there
are statistically significant differences in the difference recorded over the period 2006-2014 between
the Scandinavian civil law and the British common law in time to export and debt enforcement
efficiency, as measured by the recovery rate.
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Concerning the French civil law group, there is evidence of higher reforms conducive to
the strengthening of creditor rights and investor protection, as well as to lowering the
regulatory burden on starting a business, obtaining construction permits and paying
taxes, relative to the British common law. Similar evidence of more reforms are found
for the German civil law group in the strengthening of creditor rights and lowering the
regulatory burden on registering a property, obtaining construction permits and paying
taxes. As regards the Scandinavian civil law group, there is an improvement in the
strength of creditor rights index, whereas the regulatory burden associated with starting
a business and trading across borders have worsened relative to the British common
law. The reason for this must be sought in the relatively high initial scores in the time to
both export and import exhibited by Scandinavian civil law countries, which have
converged from above to the standards of common law countries over the period 2006-

2014.
[Insert Table 4 about here]

Secondly, Table 5 presents similar regressions to those presented in Table 4, but
replacing the dependent variable with the ratio of the 2014 to 2006 scores of the
respective legal and regulatory indicator. It is worth noting that evidence of higher
reforms in civil law countries is apparent in fairly the same indicators as those

pinpointed in Table 5.
[Insert Table 5 about here]

Finally, we also conduct analyses of absolute and relative B-convergence as well as c-
convergence. Table 6 presents the results of regressing the ratio of the 2014 to 2006
scores on the initial score for each of the eleven legal and regulatory indicators
considered. Panel A corresponds to the absolute P-convergence specification that
contains no additional control, whereas panels B and C represent the conditional (-
convergence specification that introduces the average annual growth rate in GDP and
the initial log-level of GDP per capita, respectively. The existence of a statistically
significant negative coefficient on the initial score would support the hypothesis of -
convergence, which implies that those countries with a lower initial score would

experience greater legal change, as given by a higher 2014/2006 ratio.
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It is worth noting that in the case of absolute PB-convergence, there is supportive
evidence for this hypothesis for every single legal and regulatory indicator considered.
The coefficient on the initial score is statistically significant at the 1% level for the
indices of strength of creditor rights and investor protection, contract enforcement and
the regulatory outcomes associated with registering a property, obtaining construction
permits, paying taxes and trading across borders. In addition, the absolute -
convergence effect is statistically significant at the 5% level for the depth of credit
information index, and at the 10% level for the efficiency of debt enforcement (as
measured by the recovery rate) and time to start a business. The evidence shown in
Panels B and C also broadly supports the hypothesis of conditional B-convergence. As a
matter of fact, the coefficient on the initial score is statistically significant at
conventional confidence levels for all the legal and regulatory indicators, but starting a

business in Panel B and the recovery rate in Panel C.
[Insert Table 6 about here]

Concerning the extent of c-convergence at the aggregate level, Figure 3 depicts the
coefficient of variation of each legal and regulatory indicator over the period 2006-
2014. The evidence clearly points to a reduction in the coefficient of variation in the
case of the indices of strength of creditor rights, investor protection and depth of credit
information, and the recovery rate over the whole period, whereas in the case of contract
enforcement and time required to pay taxes the fall is observed since 2009 and 2008,
respectively. For all these legal and regulatory indicators c-convergence has taken
place, which implies a fall in the disparities in legal and regulatory scores among all the
legal traditions. In contrast, for the regulatory outcomes associated with starting a
business, registering a property, obtaining construction permits and trading across
borders, the coefficient of variation has increased, and as a result, c-convergence has

not occurred at the aggregate level.
[Insert Figure 3 about here]

Overall, there appears to be widespread evidence of global convergence across legal
traditions, particularly when one looks at the definition of B-convergence. This indicates
that the legal origins legacy has not prevented legal and regulatory standards from

converging among legal traditions.
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V. Legal Rules Variation and Countries’ Economic and Financial Performance

Nowadays it is widely assumed that legal reforms can make a difference in economic
development by creating a friendly regulatory environment for investors and
entrepreneurs. This view (i.e., “law matters”) is one of the legacies of the Legal Origins
research agenda and is sponsored by the Doing Business Project (World Bank 2004).
This proposition is having great impact in the policy arena, as witnessed by the fact that
the Doing Business Project counted 2,500 legal reforms making it easier to do business
since 2006 (World Bank 2015b). However, the supporting evidence for this proposition
is largely based only on cross-section regressions. Some researchers are even
challenging the view that legal reforms materialize into better economic performance
(Armour et al., 2009b; Deakin et al., 2012). Therefore, it is crucial to systematically
analyze the relationship between variation in legal rules and countries’ economic and
financial performance. Although it is hard to establish causal relationships using
country-level data, a thorough panel analysis employing all the data at hand can shed
light on this issue. For this exercise, we benefit from the data collection effort
conducted by the Doing Business Project, which has already compiled a panel data of
legal and regulatory indicators covering more than 180 countries over a period of more
than 10 years. Using econometric techniques based on the fixed effects estimator we
aim to clarify: a) whether improvements in legal indicators are associated with better
economic and financial outcomes; b) which legal indicators are more strongly linked to
variations in the economy; and c) in which contexts or circumstances the effect takes
place (for instance, whether the effect occurs in common law countries or in civil law
countries, in developed or developing countries, in countries with strong or weak rule of

law, etc.). Consequently, we now proceed to analyze these important questions.
A. The Effect of Legal Rules and Regulations on Economic and Financial Performance

We next report the results of estimations of the impact of legal rules and regulations
over the period 2006-2014 on several proxies for financial and economic performance.
Concerning the measurement of the evolution of legal rules and regulations, we employ
the two law on the books measures given by the indices of strength of creditor rights
and investor protection, the index of depth of credit information, two measures of law

enforcement as given by the recovery rate and the time required to enforce a contract, as
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well as regulatory outcomes associated with the time required to start a business,

register a property, obtain construction permits, pay taxes and trade across borders.

Given that we have time series data spanning only nine years for the legal and
regulatory indicators, we will make use of both annual and three-year averaged data.

The specification to be estimated is as follows:

Y, =,B-legal_rulel.7t +5-X,.,t +a,+0 + &,

where Y;, denotes the respective financial or economic developmental outcome used,
legal _rule,, stands for the respective legal rule or regulatory indicator employed, o;

and 6 are sets of country and time specific effects and X,

includes lagged GDP
growth. Country fixed effects should control for countries’ structural characteristics that
do not vary over time, and time fixed effects account for common shocks that hit all
countries in a specific period. The use of the within estimator (also called Least Squares
Dummy Variables —-LSDV- estimator) enables us to determine whether legal rules and
regulatory indicators have affected financial and economic developmental outcomes
within countries. Standard errors are clustered by country to allow for the possibility of

serial correlation of error terms, as recommended by Bertrand, Duflo and Mullainathan

(2004).

Since the existence of business cycle effects may bring higher pressure on countries so
as to improve their legal and regulatory standards during a phase of economic upturn,
our preferred specification will be the one that averages annual data over three-year
periods. This is tantamount to having only three time series observations per country.
Between the specification with no additional control beyond the legal and regulatory
outcomes included and the specification that incorporates lagged GDP growth as an
additional control, we prefer the latter. Nonetheless, even though we focus in the
exposition on the results from the three-year averaged panel specification that
incorporates lagged GDP growth, they are remarkably robust to using annual data and
dropping lagged GDP growth. The panel data results using annual data as well as those
for the specification with three-year averaged data and no additional control are

presented in Supplementary Appendix Tables A1-A12.
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Table 7 presents the results using the LSDV estimator with data averaged over three-
year periods and lagged output growth as an additional control. It is worth noting that in
very few cases are the coefficients statistically significant and with the right sign.
Concerning the stock market development indicators, stronger creditor rights and
investor protection, greater credit information disclosure and efficiency of debt
enforcement as measured by the recovery rate are associated with a higher ratio of
stocks value traded to GDP. In addition, greater time required to import goods also
reduces the ratios of both listed and traded stocks to GDP. In the case of banking
development, no single legal and regulatory indicator appears to explain the credit
variables. Concerning the economic development outcomes, in very rare cases there is a
statistically significant coefficient as well. Higher time to trade across borders appears
to raise the unemployment rate, whereas a greater index of strength of creditor rights
reduces income inequality, as measured by the Gini index. In the case of the law in
action enforcement variables, there are no effects of any kind, except for the positive
impact of the efficiency of debt enforcement on stocks value traded. Perhaps, the lack of
an effect from the law enforcement variables is due to the fact that changes in these
variables over time have been very small. The panel data analysis using annual data
renders fairly similar results, though in this case we are also able to uncover a negative
impact of time required to enforce contracts on private physical investment and a

marginally significant positive effect of information disclosure on CREDIT2."

Overall, the broad picture that emerges from this analysis is one of no consistent pattern
of a statistically significant effect of changes in legal and regulatory indicators on
financial and economic development outcomes. This result stands in contrast to the
widespread belief that reforms aiming to strengthen investor and creditor rights (and
other market-friendly policies) lead to better economic and financial outcomes. At the
very least, it seems that improvements in these legal rules are not sufficient conditions

for that.

[Insert Table 7 about here]

" The fact that results remain unchanged irrespective of the inclusion or not of lagged GDP growth
indicates that endogeneity issues may not be important for this result. Likewise, the robustness of the
baseline finding to use either annual or three-year averaged data further indicates that business-cycle
effects inducing reverse causality may not be important either. Notwithstanding, below we explicitly
deal with the issue of endogeneity by employing the difference and system GMM estimators, which
render fairly similar results to those obtained from the application of the LSDV estimator.
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B. Distinguishing the Circumstances under Which the Effect Takes Place

Even though there is very limited evidence of an impact from legal and regulatory
change on financial and economic developmental outcomes, we next try to determine in
which contexts and circumstances the effect might take place. For that purpose, we
distinguish in the specification between those countries with GDP per capita in 2004
below and above the median, and those with rule of law below and above the median,20
and common versus civil law countries. That is, we estimate two coefficients for each
legal rule/regulatory indicator to distinguish its effect by the level of income, rule of

law, or legal tradition.

Table 8 reports the results for the specification that differentiates by level of
development. Concerning the law on the books indicators, there is no effect for any
income group, with the exception of stocks value traded in the case of the indices of
strength of creditor rights and investor protection that carry a significantly positive
coefficient for less developed countries, and for developed countries in the case of the
strength of investor protection index. Stronger creditor rights also reduce income
inequality in less developed countries. In addition, greater credit information disclosure
appears to raise stocks value traded in both less developed and developed countries, as
well as to reduce the unemployment rate in less developed countries. However, it does
not raise access to credit, which is the outcome it primarily aims to affect. Concerning
the law in action variables associated with the efficiency of debt and contract
enforcement, there is evidence that a higher recovery rate is associated with more stocks
value traded in developed countries, and that a more efficient contract enforcement by
courts increases the access to credit as measured by our three proxies for bank
development in developed countries as well. As far as regulatory outcomes are
concerned, there is evidence that greater time required to start a business, obtain
construction permits, pay taxes and trade across borders reduces stocks value traded
only in less developed countries. In addition, labor market outcomes (as measured by
the unemployment rate) appear to worsen when the time required to obtain construction

permits and trade across borders increases in less developed countries. Finally, the

% The rule of law index measures confidence in and compliance with the rules of society in 2000.
The scale ranges from -2.5 to 2.5, where a higher value indicates better institutions. It comes from
the Worldwide Governance Indicators (WGI) project (see Kaufmann et al. (2009), from Teorell et al.
(2011)).
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greater the time required to obtain construction permits, the higher the income

inequality in less developed countries.
[Insert Table 8 about here]

Tables 9 presents the estimates for the specification that differentiates according to the
rule of law score. It is worth noting that greater strength of creditor rights and investor
protection, credit information disclosure and efficiency of debt enforcement (as
measured by the recovery rate) are associated with higher stocks value traded generally
in countries with weak rule of law. This may stem from the fact that law on the books,
information disclosure and debt enforcement efficiency levels are initially small in
countries with weak rule of law and/or low government effectiveness. Hence, these
legal rights had more room for improvement in weakly institutionalized countries,

which may be the reason for their positive impact on stock market development.

In addition, there is evidence that a higher regulatory burden associated with starting a
business, registering a property, obtaining construction permits, paying taxes and
trading across borders leads to a lower stocks value traded also in countries with weak
rule of law. This may imply that regulation is likely to be more associated with
corruption in weakly institutionalized environments. In addition, the regulatory burden
on starting a business, obtaining construction permits, paying taxes and trading across
borders increases the unemployment rate in weakly institutionalized countries, whereas
a higher time required to start a business, register a property and pay taxes reduces the
unemployment rate in countries with rule of law above the median. So, this reflects a
potentially different role of regulation depending on the institutional context. Finally,
income inequality appears to be reduced when creditor rights are strong in weakly
institutionalized countries, and when the regulatory burden associated with obtaining

construction permits and importing goods is lowered in countries with weak rule of law.

Overall, there is not a clear-cut pattern of results concerning the effect of legal rules and
regulatory indicators on economic and financial development depending on the

countries’ level of rule of law.

[Insert Tables 9 about here]
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Table 10 presents the results for the specification that distinguishes between common
and civil law countries regarding the possible impact of legal rules and regulations on
financial and economic development. The first noticeable difference between legal
traditions is the strength of creditor rights, which both raises stocks value traded and
reduces income inequality only in civil law countries. In this group, a higher recovery
rate and a lower regulatory burden on importing goods raises stocks value traded.
Concerning the differential effect in common law countries, greater credit information
disclosure reduces the unemployment rate. Concerning the regulatory indicators, a
higher regulatory burden in terms of time required to obtain construction permits
reduces CREDIT1 and new business registration, as well as increases the
unemployment rate. Likewise, greater time required to pay taxes reduces FDI, and
greater time required to import goods lowers new business registrations as well as raises

the unemployment rate and economic inequality.
[Insert Table 10 about here]

Finally, Table 11 presents the results from a specification that interacts each legal and
regulatory indicator with log GDP per capita in 2004. As in the baseline specification,
most of the coefficients on both the legal indicator and interacted term are insignificant.
The exceptions are associated with the positive impact of the strength of creditor rights
on stock market capitalization, which appears to decrease as the income level rises.
Something similar occurs with some regulatory indicators. As a matter of fact, the
negative impact of a higher time required to start a business, register a property and
obtain construction permits on stocks value traded diminishes as the income level rises.
The same occurs with the negative effect of the regulatory burden associated with
trading across borders on FDI, and with paying taxes on new business registration.
Likewise, the positive effect of higher time required to start a business, register a
property and pay taxes on the unemployment rate appears to decrease as the income
level rises. The same happens to the positive impact of a greater regulatory burden
associated with starting a business, registering a property and obtaining construction
permits on income inequality. Hence, this indicates that in the few instances in which
we find evidence of a statistically significant impact of laws and regulations on

development outcomes, the effect appears to be stronger the lower the level of income.

[Insert Table 11 about here]
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C. Graphical Analysis of the Relationship between Legal Change and Financial and

Economic Development

In this section we try to show intuitively the lack of relationship between the variation
in legal rules and regulatory indicators between 2006 and 2014 and the variation that
has taken place during that period in financial and economic development outcomes.
For that purpose, we present Figure 4 and 5 that plot the average annual variation in
each of the development outcomes over the period 2006-2014 against the average
annual variation in the indicators of law on the books, i.e., strength of creditor rights and
investor protection indices, respectively.”’ The vertical and horizontal lines serve to see
whether the change in the respective variable for each country in the sample is above,
below or equal to zero. These plots enable us to identify the specific countries in which
an improvement in legal rules is associated with an improvement in developmental

outcomes.
[Insert Figures 4 and 5 about here]

As can be observed in most cases, there is generally a lack of clear relationship between
changes in legal rules and regulations and changes in developmental outcomes. This is
reflected in the fact that the wide variation in the extent of legal change across countries
is not accompanied with such a high degree of variation in development outcomes. In
the case of the investor protection index, this observation is more apparent than for the

creditor rights index.

In order to have a clear idea of the statistical significance of the relationship between
changes in law on the books and variations in financial and economic development
outcomes, Table 12 presents the coefficient estimates that back up the lack of a
statistically significant relationship between both sets of variables found in most cases.
Only in the cases of economic inequality at the 1% level and FDI and stocks value
traded and CREDIT3 at the 10% level do a rise in creditor rights strength bring a
statistically significant improvement in development outcomes. It is also worth noting

that average variations in investor rights protection are not associated with average

! For the sake of space, we omit the figures for the other legal and regulatory indicators, whose
results appear in line with those for the law on the books indicators.
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changes in most of the economic and financial development outcomes considered, being

new business density the exception.

Taken as a whole, these results broadly confirm the panel data evidence provided above,
which failed to render clear-cut support for a statistically significant impact of legal and
regulatory changes on financial and economic development. As mentioned above, this
lack of a consistent pattern of effects casts doubts on the intended positive impacts of
reforms on creating market-friendly investor environments. Although such reforms may
be desirable, our results suggest that, at the very least, are not sufficient to achieve their

goals.
[Insert Table 12 about here]
D. Sensitivity Analyses

We next present several robustness checks so as to determine whether the lack of a
clear-cut impact of legal rules and regulatory indicators on economic and financial
performance holds for alternative legal indicators, some of which extend over lengthier
periods than the Doing Business indicators. Other sensitivity analyses entail the use of
alternative estimators such as the difference GMM estimator of Arellano and Bond

(1991) and the system GMM estimator of Arellano and Bover (1995).
D. 1. Alternative Legal Indicators

In this subsection we use the Global Financial Development Database of the World
Bank as an alternative to the World Development Indicators as far as the measures of
financial development are concerned. The reason for this is that the former source has
lengthier series than the latter, which is a requirement for the specifications estimated
with alternative legal indicators. More specifically, the financial development outcomes
used are the ratio of private credit by deposit money banks and other financial
institutions to GDP, stock market capitalization to GDP, stock market total value traded

to GDP, and number of listed companies per million people.?

> We have checked that our baseline results obtained for the specifications using the Doing Business
indicators generally hold when the World Development Indicators measures of financial
development are replaced by those of the Global Financial Development Database. As with the
former source, there is no statistically significant effect of law on the books on any of the financial
development measure.
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We first employ the updated shareholder protection index developed by Siems (2008)
and further used by Armour et al. (2009b), which covers 25 countries over the period
1995-2005. This index covers a much wider range of types of legal rules of company
law and securities law than La Porta et al. (1997).” It is based on ten variables that
include the following dimensions: powers of the general meeting for de facto changes,
agenda setting power, anticipation of shareholder decision facilitated, prohibition of
multiple voting rights, independent board members, feasibility of director’s dismissal,
private enforcement of director duties, shareholder action against resolutions of the

general meeting, mandatory bid, and disclosure of major share ownership.

Table Al3 in the Supplementary Appendix presents the results of the LSDV
specification using annual data and averaging the annual data over three-year periods.
Neither the specification with no additional control nor the one including lagged GDP
growth renders any statistically significant impact of the shareholder protection index
on economic and financial performance. The estimates of the respective panel
specification with annual data support the existence of a statistically significant negative

effect on stocks value traded over GDP.**

Table A13 also presents the results of the LSDV specification using annual and three-
year averaged data for an alternative creditor rights index provided by CBR at
Cambridge University. This index covers 25 countries over the period 1995-2005.
Unlike the La Porta et al. (1997)’s creditor rights index that only focused on bankruptcy
law, this creditor index considers other dimensions such as legal protection made
available to creditors through secured credit and other contract-based mechanisms, and
through company laws (Armour et al., 2009a). More specifically, this creditor index is
based on the following ten dimensions: minimum share capital, dividend restriction,
directors’ duties towards creditors, non-possessory security interests and its registration,
out-of-court enforcement of security interests, power to commence bankruptcy
proceedings, stay of secured creditors in insolvency proceedings, outcome of

bankruptcy proceedings, and rank order of secured creditors (Armour et al., 2009c).

 This dataset is available online on the website of the Center for Business Research (CBR) at the
University  of  Cambridge:  http://www.cbr.cam.ac.uk/research/research-projects/completed-
projects/law-finance-development/.

24 In this case we did not use the Gini index due to the low number of observations.
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It is worth noting that there is no statistically significant effect of this creditor rights
index on economic development outcomes. In the case of the financial development
outcomes, the evidence is highly disappointing since it indicates that greater creditor
rights are associated with both lower private credit by deposit money banks and other

financial institutions as well as with lower stock market total value traded to GDP.

Table A 14 presents the results using the creditor rights index proposed by Djankov et al.
(2007). This creditor rights index follows very closely the one constructed by La Porta
et al. (1997). It expands the sample from 49 to 133 countries and covers every year
between 1978 and 2003. This index measures four powers of secured lenders in
bankruptcy proceedings: (1) whether there are restrictions in the event of a debtor’s
filing for reorganization, (2) whether there is no automatic stay or asset freeze imposed
by the court once the petition for reorganization is approved, (3) whether secured
creditors are paid first in the liquidation proceedings, and (4) whether an administrator,
instead of management, is in charge of running the business during reorganization

(Djankov et al., 2007).

The LSDV specification using three-year averages do not provide clear evidence of a
statistically significant impact of creditor rights on economic or financial development
outcomes. The LSDV specification with annual data and lagged GDP growth as a
control only renders a statistically significant effect of creditor rights on economic
inequality, which carries a wrong sign. The specification with three-year averaged data
renders a marginally significant negative effect on number of listed companies. Overall,
this again supports the lack of a relationship between law on the books and finance, as

held by the law and finance view.

Table A15 reports the estimates obtained using a measure of the quality of contract
enforcement given by the formalism of civil procedure for the case of eviction of a
tenant and collection of a check. These measures are developed by Balas et al. (2009)
for 40 countries over the period 1950-2000. The LSDV specification with three-year
averaged data only renders evidence that higher formalism for the case of eviction is
associated with higher unemployment. In the specification that includes lagged GDP
growth as additional control, higher formalism both in eviction and collecting a check

appears to have a statistically significant impact (though with the wrong sign) on FDI.
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Taken as a whole, this sensitivity analysis appears to show that the lack of a consistent
effect of legal rules and regulatory indicators on economic and financial development
outcomes are not only a feature found for the Doing Business database, but it is also
obtained for alternative law on the books indicators regarding the protection of
shareholders and creditor rights as well as other indicators concerning legal formalism

of civil procedure.
D.2. Alternative Panel Estimation: Difference and System GMM Estimators

The results from the application of the difference GMM estimator proposed by Arellano
and Bond (1991) and the system GMM estimator by Arellano and Bover (1995) are
presented in Tables A16 and Al7, respectively. The difference GMM estimator
addresses endogeneity problems by using previous realizations of the regressors to
instrument for their current values in the first-differenced specification. However,
Arellano and Bover (1995) and Blundell and Bond (1998) show that in the case of
highly persistent regressors, lagged levels of the variables are weak instruments for the
first-differenced regressors. This leads to a fall in precision as well as to biased
coefficients. In order to overcome these shortcomings, they recommend the use of the
system GMM estimator that utilizes instruments in levels and first-differences to
improve efficiency. The system GMM estimator thus employs previous realizations of
the regressors to instrument for their current values in the first-differenced specification
and the lagged differences for the regression in levels. In order to avoid using an
excessive number of instruments in a context with a relatively short cross-country

dimension, we follow the suggestion of Roodman (2009) and limit the set of

instruments to the minimum, i.e. to the first available: x,_, for the specification in first-

differences and Ax, , for the specification in levels. We use the one-step estimator

since standard errors for the two-step estimator are biased downwards. All our
regressors are treated as endogenous variables (except for the time-period dummies).
The consistency of the difference and system estimator depends on the validity of the
instruments and the absence of serial correlation of second-order in the first-differenced
error term. Therefore, we test these assumptions using the Hansen test for over-
identifying restrictions and the test for second-order autocorrelation proposed by

Arellano and Bond (1991). Failure to reject the null hypotheses of overall validity of the
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instruments and absence of second-order serial correlation in the first-differenced error

for the respective tests would give support to the model.

Since the use of three-year averaged data would make infeasible the use of this
estimator, we have no choice but to use annual data over the period 2006-2014. In
addition, in this robustness check the focus is on the impact of law on the books
variables (i.e., creditor rights and investor protection) on economic and financial

developmental outcomes.

It is worth noting that endogeneity concerns do not appear to have driven the lack of an
effect of legal rules on outcomes found when we applied the LSDV estimator. Again,
there is consistent evidence of the absence of a statistically significant impact of law on
the books on economic and financial performance, irrespective of the inclusion of
lagged GDP growth as a control variable. We should be confident with these results
since the Hansen test for overidentifying restrictions indicate that the instruments are
valid and the Arellano and Bond (1991) test for AR(2) autocorrelation rules out the

existence of second-order autocorrelation in most of the cases.

In all the evidence gathered in these extensive sensitivity analyses appears to back the
baseline finding of lack of an effect of legal rules and regulatory indicators on economic

and financial performance obtained with the application of the LSDV estimator.
E. General Discussion

The lack of a statistically significant impact of legal rules and regulatory indicators on
economic and financial performance may indicate the existence of a gap between
intended legal and regulatory reforms and the reality on the ground. This is consistent
with the evidence provided by Hallward-Driemeier and Prichett (2010), who found only
weak correlations between changes over time in Doing Business indicators and firm-
level Enterprise Surveys.” This indicates that outcome-based legal indicators derived

from the direct experience of firms, which can better measure the consequences arising

» Whereas the former (obtained from local experts on a specific legal/regulation area) measures
what a standardized firm should expect if it complies with all official regulations and legal
requirements in place, the latter (obtained from face-to-face interviews with managers) measures the
actual experiences of a firm regarding a particular legal or regulatory aspect in the normal course of
business, which does not necessarily entail the full compliance or enforcement of the laws and
regulations in place.
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from the actual implementation and enforcement of laws in practice, are far from the

intended legal and regulatory changes measured in the Doing Business reports.

As pointed out by Belsley (2015), the fact that Doing Business indicators are used in
policy dialogue or as a form of conditionality at the time of qualifying for aid grants
may lead many developing nations to try to improve their Doing Business ranking by
making pro forma changes in laws without much substantive value or visible
improvements in results or behavior. Rwanda is a case in point. This nation ranked 47 in
the 2015 Doing Business report, despite having a level of GDP per capita below $1,000
and almost half of its population in poverty (Belsley, 2015).

In addition, legal and regulatory reforms in developing nations that mechanically adopt
organizational forms from prosperous nations, without a thorough analysis of their
specific policy priorities to improve their framework for governance and institutional
reform as a way to foster their state capacity to deliver growth and social advancement,
are likely to render governance reforms mostly ineffective. According to Belsley (2015,
p.112), “certain policy reforms are likely to have complementarities across several
policy dimensions —economic and noneconomic— like steps to speed up court decisions
and to train more competent lawyers”. Hence, the reduction of legal formalism may not
yield the intended positive fruits, if the country lacks the judicial human capital and
infrastructure required for effectively implementing that reform and benefiting from it.
In a similar spirit, Dixit (2009, p. 21) recommends that, before replacing existing
institutions for new ones, countries’ policy makers “should determine whether existing
institutions and organizations are there for a good reason, and how [their] reforms
would interact with them in the short and the long run. ... [I]t is better to start with a
presumption in favor of what has existed for a while than the presumption that
everything should be changed to match the successful formal institutions in advanced
countries”. He further argues that countries’ decision makers should listen to all sectors
(including supranational agencies, academic experts, journalists and practitioners), “but
should not slavishly follow any one, not even their own prior dogmatic belief. Instead,
they should study their situation in light of theories and other cases, and then make their
own choice”. With all these caveats in mind, “the Doing Business report is destined to
be most effective as a tool for inspiring debate over policy change in countries that

already have an interest in making policy reforms” (Belsley, 2015, p. 118).

44



V1. The effectiveness of legal reforms and the gap between law on the books and
the reality on the ground.

The previous section shows that legal reforms are not systematically related to better
economic and financial outcomes. This finding means that, on average, there is not a
common trend, but it is possible to identify countries in which legal reforms have been
overall successful. Therefore, the comparison between successful and unsuccessful
countries that have implemented legal reforms can provide clues about what makes
legal reforms work well. The first part of this section aims to conduct a preliminary
analysis to investigate the factors that contribute to the effectiveness of legal reforms,
that is, whether changes in legal rules materialize into improvements in economic and
financial outcomes. Later, we study a related phenomenon, i.e., the gap between law on

the books and the reality on the ground.
A. Explanatory Factors for the Effectiveness of Legal Reforms: A Preliminary Analysis

Overall, there are 59 and 57 economies that have improved their creditor rights and
investor rights over the period 2006-2014, respectively. The rationale behind these legal
reforms is that by strengthening the protection of creditor and investor rights, financial
markets will prosper, promoting in turn economic activity. Maps 1 and 2 show those
countries that have improved the score in the creditor right index and the investor

protection index between 2006 and 2014.
[Insert Map 1 and Map 2 about here]

The empirical approach employed to measure whether legal reforms have been effective
or not is by comparing the magnitude of the change in legal reforms vs. the change in
financial and economic outcomes. Figure 6 shows the relationship of average annual
change in financial depth and new business density with either average annual change in
the creditor rights index (Panel A) or average annual change in the investor protection
index (Panel B). We can observe that, although on average there is no relationship
between legal changes and economic changes, there are countries that have been more
successful than others. Countries in the first quadrant (+,+) have experienced an
increase in both dimensions, while economies in the fourth quadrant (+,—) have
experienced an improvement in legal rules but a decline in economic/financial

outcomes. Countries close to the horizontal line (value 0 on the y-axis) have conducted
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legal reforms, but without any impact on economic/financial outcomes. Finally,
economies depicted in gray have not carried out legal reforms conducive to improving

the protection of creditor and investor rights.
[Insert Figure 6 about here]

Given this cross-country heterogeneity in terms of relative changes in legal rules and
economic/financial indicators, it is possible to analyze what factors are correlated with
the effectiveness of legal reforms. This is an important question because it could give
clues about the specific contexts in which a legal reform is likely to be effective. To
conduct such an analysis it is necessary to create an indicator of legal reforms

effectiveness. We measure the effectiveness of legal reforms as follows:

Average annual change in economic or financial outcomes (2006 — 2014)

E ti =
ffectiveness Average annual change in legal rules (2006 — 2014)

In this section we focus on two outcome variables to measure the effectiveness of legal
reforms: 1) financial depth (i.e., private credit over GDP (%)) as a proxy for financial
development, and ii) new business density as a proxy for economic dynamism and
entrepreneurship.”® For illustrative purposes, Figure 7 shows the values for the
indicators of legal reform effectiveness in creditor rights. It is worth noting that the
effectiveness of legal reforms —according to our definition— has been much higher in
some countries than in others. For example, according to Panel A, a one point increase
in creditor rights is associated with more than a 30 percentage points increase in private
credit to GDP in Denmark and Armenia, whereas with only a 10 percentage points
increase in France and with very small increases or even negative changes in Chad and
Sri Lanka. Panel B also shows substantial heterogeneity in the effectiveness of creditor

rights reforms in promoting entrepreneurship.*’

[Insert Figure 7 about here]

%% Financial depth comes from the Global Financial Development Database and covers the period
2006-2013. We prefer to use this source rather than the World Development Indicators due to its
higher geographic coverage. New business density comes from the World Development Indicators
and is available for the period 2006-2014, although for many countries there are some years with
missing data. We use all available data.

*" The number of observations in Panel B is lower due to the fact that data on new business density
are missing in some years for many countries.
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Table 13 analyzes the determinants of the effectiveness of creditor rights reforms in
financial depth and entrepreneurship. The sample of countries is restricted to those that
have improved their creditor rights over the period of study. As possible determinants of
legal reform effectiveness, we employ several institutional, historical and geographic
factors, conditional on the fact that the country has implemented a legal reform. We
always control for log GDP per capita in 2006 to take into account that the level of
economic development may affect the effectiveness of legal reforms in a number of
ways. For example, more developed countries are closer to the frontier in economic
performance and perhaps it is more difficult to further improve their economic and
financial performance. On the contrary, developed countries may have a particular

general business environment that makes legal reform more successful.

Column 1 of Table 13 indicates that the effectiveness of legal reforms is positively
associated with economic development. The coefficient on log GDP per capita is highly
statistically significant and only this variable explains 20% of the variability in legal
reform effectiveness. Institutional factors such as rule of law and control of corruption
are positively related to legal reform effectiveness as well (note that this is conditional
on controlling for income). The explanatory power of control of corruption is
particularly high. This variable along with log GDP per capita explains a third of the

C g eqe, . . g . 28
variability in our indicator of reform effectiveness.

Religious affiliation is also a relevant factor. The percentage of Muslims and Catholics
appears to be negatively related to the effectiveness of reforms in creditor rights. In the
case of the percentage of Muslims, this result is probably driven by the particularities of
Islamic finance. Religious affiliations other than Catholicism, Islam and Protestantism,
which are captured by the constant term, are positively related to reform effectiveness,
reflecting —perhaps— successful experiences in some Asian countries. Ethnolinguistic
fractionalization appears to reduce the effectiveness of legal reforms. Interestingly,
common law countries have been less successful with legal reforms, particularly if we
look at column 7. In addition, geography matters: countries rich in mineral resources
have been more successful than countries lacking these resources. Columns 8 to 14 of

Table 13 show the results of the effectiveness of creditor rights reforms in new business

8 Rule of law, control of corruption and political stability correspond to the year 2006.
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density. The picture is much less clear since all coefficients are statistically

insignificant, which is probably due to the low number of observations.”

[Insert Table 13 about here]

In non-reported robustness checks, we replicate Table 13 adding average GDP growth
as an additional control, and the results are qualitatively the same. Therefore, we can be
confident that our results are not driven by other variables affecting the overall
performance of the economy or by the fact that some countries suffered the 2007-2008

financial crisis more severely than others.

Now we turn to the effectiveness of legal reforms in investor rights. Figure 8 shows the
values of the indicators of legal reform effectiveness for financial depth and new
business density. There is also significant heterogeneity in the effectiveness of legal
reforms, which calls for an analysis of its determinants. According to the figures, it is
apparent that Iceland is an outlier since it was one of the countries most hit by the crisis.
Consequently, when analyzing the determinants of legal reform effectiveness for
investor protection, we remove Iceland from the sample. Table 14 reports the results.
Broadly speaking, the results are similar to those obtained for creditor rights reforms.
The findings suggest that institutions matter for the effectiveness of investor protection
reforms in increasing financial depth and new business density. Moreover, it seems that
countries rich in natural resources have done better concerning the effectiveness of
reforms in investor protection, since the coefficient is always positive and statistically

significant.
[Insert Figure 8 about here]
[Insert Table 14 about here]

To sum up, this exploratory analysis about the determinants of the effectiveness of legal
reforms suggests that: 1) there is heterogeneity in the impact of legal reforms on
economic and financial outcomes, and ii) there are factors correlated with the
effectiveness of legal reforms. Although the importance of each factor depends on the

specific legal rule and the outcome variable, it seems that institutional quality and

* In columns 7 and 14 we do not include “control of corruption” because it is highly correlated with
“rule of law” (p = 94%).
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mineral resource abundance have a positive impact on legal reform effectiveness.
However, one needs to be cautious when interpreting these results due to the low

number of observations and the potential bias from omitted variables.
B. Gap between Law on the Books and Reality on the Ground

A related issued to the (in)effectiveness of legal reforms is the existence of a gap
between legal rules and the reality on the ground. Governments may officially pursue
certain policies, but if they lack the capacity to deliver public goods, then these intended
policies do not materialize into real economic and social changes. Consequently, if legal
reforms do not translate into better economic performance, a gap between what is
written on the book of law and economic reality will arise. The existence of a gap would
suggest that there are factors interfering in the link between legal rules and economic
incentives; that is, something prevents legal changes from creating incentives in

economic agents. This section constitutes a first attempt to the study of this issue.

Firstly, it is necessary to create a measure of the gap between legal rules and economic

performance. We construct an indicator of the gap as follows:
Gap = DTF in legal rules - DTF in economic outcomes

where DFT means distance to the frontier and measures the distance of each economy
to the best performance observed for each indicator. A value of 100 in DTF reflects that
the country is on the “frontier”, that is, has the best performance, while a value of 0
means that it has the worst performance. The indicators of DTF in creditor rights and
investor protection are taken from the Doing Business Project (World Bank, 2015).
DTF in economic and financial outcomes are calculated following the Doing Business’
methodology. Thus, DTF is computed as:

Country's score for the indicator — Score of the lowest performance country

DTF =
Score of the highest performance country — Score of the lowest performance country

100

More synthetically:

Country's score — Minimum value
DTF = - — x 100
Maximum value — Minimum value

Given the fact that there are countries with very high values in some indicators (for

example Iceland in 2006 had 269.5% of private credit over GDP), it is recommended to
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use the 90" percentile as the value corresponding to the “frontier”. Then, the previous

formula can be written as:

. Country's score — Minimum value
DFT = min| 100, x 100

90th percentile — Minimum value

For illustrative purposes, Figure 9 shows the values of the gap between creditor rights
and financial depth (year 2006). A positive value of the gap indicates that a country is
closer to the frontier in legal rules (i.e., creditor rights) than in financial performance
(i.e., private credit over GDP). A negative value means the opposite, that is, a better
relative performance in financial outcomes. Map 3 depicts the geographic distribution of
values for this indicator. It is interesting to observe that industrialized countries along
with others like China have negative and low gaps, whereas countries in Latin America,
Africa, Eastern Europe and Middle East have positive gaps. This is a confirmation of
the well-known fact that for many countries legal rules do not go hand in hand with

economic performance.
[Insert Figure 9 about here]
[Insert Map 3 about here]

The aforementioned regional pattern in the gap between legal rules and financial
performance suggests that there are factors that systematically affect the capacity of
legal rules to generate incentives in economic agents. Columns 1 to 7 of Table 15
analyze the determinants of the gap between creditor rights and financial depth. Column
1 shows that the gap is lower in richer countries, which was already noticed when
describing Map 3. Columns 2 to 4 suggest that institutional quality also reduces the gap.
This may indicate that for creditor rights to have an effective influence on the financial
system, the institutional environment must create certain conditions such as a

transparent public administration, certain legal infrastructure, judicial independence, etc.

Regarding religious affiliation, the coefficients are not significantly different from the
group that remains in the constant (i.e., “other religious affiliations”), but there are still
differences across religious affiliations. For instance, the coefficient on Muslims is
statistically and significantly lower than the coefficient on Catholics. Therefore, when
compared to Catholics, the percentage of Muslim population in a country reduces the

gap between legal rules and financial depth. This may be due to the fact that the
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protection of creditor rights is low in Muslim countries since according to the Islamic
law lending at interest is forbidden, but there is still a significant level of financial
depth. As regards the rest of explanatory variables, ethnolinguistic fractionalization
appears to increase the gap, although the coefficient is no longer significant when
including all the controls in the same specification. Finally, common law countries have
a larger gap than civil law countries, reflecting that the higher level of creditor rights in

those countries are not systematically accompanied by better performance.

Columns 8 to 14 analyze the determinants of the gap between creditor rights and
entrepreneurship. Fairly similar conclusions can be drawn. Institutional quality matters,
although the relevant institutional dimension is in this case political stability. Common

law countries and economies rich in mineral resources have a larger gap.
[Insert Table 15 about here]

Table 16 analyzes the determinants of the gap between investor protection and financial
depth and entrepreneurship. The findings are also similar. The gap is generally lower for
richer countries. Institutional quality also matters. In the case of financial depth, rule of
law and control of corruption are the relevant dimensions, while for entrepreneurship
political stability appears to be the most relevant institutional factor.”® Common law
countries are systematically associated with a larger gap, both with respect to financial
depth and entrepreneurship. Therefore, the gap between legal rules and economic-
financial performance is consistently higher in common law than in civil law countries.
This reflects that protection to creditors and investors is stronger in the book of law than
on the ground, thus suggesting that there are factors that interfere in the creation of
incentives from legal rules. This result is consistent with one of the criticism to the
common law presented in Section II, that is, that the common law was superficially

implanted in many former colonies, which led to ineffective legal systems.
[Insert Table 16 about here]

These results reported about the gap between legal rules and the reality on the ground

are referred to the year 2006, the first year for which data are available for the legal

3% In column 7 of Table 16 political stability carries a positive and significant coefficient. This is
probably due to collinearity between institutional indicators (the correlation between rule of law and
political stability is 78.3%).
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rules indicators used. Given the evidence provided in Section IV on the intensity of
legal reforms conducted during the last decade, particularly in civil law countries, it is
interesting to analyze using more recent data whether these results have changed over
time. Tables A18 and A19 in the Supplementary Appendix conduct the analysis for the
year 2012. The most noticeable difference is that now the common law is not associated
with a larger gap, except in one case. This result may reflect that civil law countries
implementing legal reforms have managed to increase their protection to creditors and
investors but, however, this legal change is not conducive to substantive changes which
translate into actual improvements on the ground. This interpretation is consistent with
the evidence shown in Section V on the lack of a consistent effect of legal reforms on

economic and financial outcomes.
C. Gap between Law on the Books and Law in Action

The potential disparity between legal rules and the reality on the ground can also be
analyzed within the realm of the legal system. Thus, even within the legal system, it is
possible that law on the books is not reflected in law in action. This gap within the legal
system can in turn be responsible for the previously analyzed gap between legal rules
and economic performance. Arguably, changes in law on the books do not lead to real
economic improvements if law in action remains unchanged and with a poor
performance. For example, if a country increases its level of investor protection but,
judicial procedures and contract enforcement remain very slow, then that reform is not
likely to foster investment in the economy. This problem has become recurrent over the
past decade. According to the Doing Business dataset, from 2006 to 2014 the strength
of investor protection index improved 8% on average around the world. However, in
2014 the time required to enforce contracts (a clear indicator of law in action) is on
average 7 days more than in 2006. Therefore, the existence of a gap between law on the
books and law in action can have important implications, and, for this reason, it is

relevant to analyze its determinants.
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As a first step, it is necessary to create a measure of the gap between law on the books
and law in action. Similarly to the previous section, we construct an indicator of the gap

as follows:>'
Gap = DTF in legal rules -DTF in law in action

We employ the same measures of legal rules previously used in this section, that is,
creditor rights and investor protection, and regarding law in action, we employ contract
enforcement and debt recovery efficiency (i.e., resolving insolvency). Figure 10 shows
the values of the gap between creditor rights and contract enforcement. The economy
with the highest gap is Trinidad and Tobago (42.73) and the one with the lowest is
Belarus (-68.6). Map 4 shows the geographic distribution of values for this indicator.
Interestingly, the gap is higher for common law countries (the British islands, North
America, etc.) and Central Europe, and lower (and even negative) in many countries of

Asia.
[Insert Figure 10 about here]
[Insert Map 4 about here]

Tables 17 and 18 report the results from the analysis of the determinants of the gap
between law on the books and law in action. We use as dependent variables four gaps: 1)
gap between creditor rights and contract enforcement, ii) gap between creditor rights
and recovery rate, iii) gap between investor protection and contract enforcement, and iv)

gap between investor protection and recovery rate.

Regarding the determinants of the gap between creditor rights and contract enforcement
(columns 1 to 7 of Table 17), income appears positively correlated with it. This reflects
the fact that rich countries provide good protection to creditors in the book of law but,
however, they are not so diligent in the efficient application of legal rules. Institutional
quality does not play a very clear-cut role since the coefficients are sometimes positive
and others negative. However, if we look at the most complete specification, political
stability reduces the gap in a significant way. Religion also matters. The joint

significance test of the three religious affiliation variables is highly statistically

3! Data for DTF in legal rules and law in action come from the Doing Business Project (World Bank,
2015).
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significant, with Catholicism increasing the gap and Islam decreasing it. Ethnic
fractionalization also appears to increase the gap, which is consistent with the prediction
that it may reduce the efficacy of the government in proving public goods. Moreover, it
is clear again that common law countries have a much larger gap than civil law

countries (19 points higher, after controlling for a wide array of variables).

Columns 8 to 14 report the results from the analysis of the determinants of the gap
between creditor rights and debt recovery efficiency. Income does not play a clear role
now. With respect to institutional quality, column 14 shows that rule of law is important
in reducing the gap. Religious affiliation also matters (the coefficient on Catholics is
significantly different from the coefficient on Muslims). Again, common law countries
have a larger gap than civil law countries. Finally, Table 18 analyzes the gap between
protection to investors and financial depth and entrepreneurship. The results are similar
although a number of comments have to be made. The role played by institutions and
religion is more limited, since there is less clear evidence about it. Common law
countries again have a larger gap, which is a very consistent result. Finally, the gap is

larger in the tropics than in cold latitudes.
[Insert Table 17 about here]
[Insert Table 18 about here]

At this point it is important to note that a large positive gap is something negative, but
similarly, a large negative gap is not necessarily desirable, since it may reflect bad
performance in law in action and an even worse score in law on the books. To
investigate this issue, we replace negative values with zeros in the indicators of the gap
between law on the book and law in action. In this way, the gap can be either positive or
zero, but not negative. Non-reported regressions show that the results are qualitatively

similar when we focus on non-negative gaps.

Finally, Tables A20 and A21 of the Supplementary Appendix analyze the gap for the
year 2012. Results are fairly consistent. Remarkably, the gap for common law countries
is still larger than for civil law countries, with the difference being usually statistically

significant, although its magnitude is somewhat smaller than in 2006.

D) Recapitulation
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To sum up, in this section we have conducted a preliminary exploratory analysis of the
determinants of the effectiveness of legal reforms and of the gap between legal rules and
the reality on the ground. Concerning legal reform effectiveness, there are differences
among countries in the extent to which changes in creditor and investor rights are
associated with changes in financial and economic outcomes. These differences allow
us to analyze the potential determinants of legal reform effectiveness. When focusing on
the effectiveness of creditor rights reforms in promoting financial development
(measured by private credit over GDP), results are very intuitive. The income level, rule
of law, and mineral resource abundance are factors positively related to legal reform
effectiveness, while the percentage of Catholics and Muslims, ethnolinguistic
fractionalization, and the common law have a negative impact. When looking at the
results for other indicators of reform effectiveness, the evidence is less clear but
suggests that institutional quality and mineral resource abundance are relevant
explanatory factors. Nonetheless, these findings have to be interpreted with caution due

to the limited number of observations and potential biases due to omitted variables.

We have also analyzed the related question of the gap between legal rules and the
reality on the ground, which is a consequence of the lack of effectiveness of legal rules.
Two types of gaps have been studied: the gap between legal rules and financial depth
and entrepreneurship, and the gap between law on the books and law in action. The
evidence appears to support the fact that institutional quality is a factor that usually
reduces the gap. A robust result in this regard is that common law countries have a
larger gap than civil law countries, which reflects that the protection afforded to
creditors and investors is higher in this legal family but it is not fully translated into
substantive changes in the real economy. Interestingly, from 2006 to 2012 the larger gap
in common law relative to civil law countries has diminished. This is probably a
consequence of the reform agenda in civil law countries aimed to increase the protection
to creditors and investors, which however has not materialized into improvements on

the ground.
V1. Conclusions

Nowadays it is widely accepted that legal reforms aimed at creating market-friendly
regulatory environments are crucial for the economic success of countries. We review

this question both from the point of view of the literature and from the perspective of
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the empirical evidence. Thus, the purpose of this paper has been twofold. First, we have
conducted a critical review of the legal origins literature, which is arguably the main
theoretical basis behind this renewed interest in legal rules and reforms. Second, we
have investigated whether legal reforms intended to create market-friendly regulatory
business environments have a positive impact on economic and financial outcomes. In
addition, we have conducted an exploratory and preliminary analysis of the
determinants of the effectiveness of legal reforms and the gap between law on the books

and the reality on the ground.

We have divided our review of the Legal Origin literature into three parts. A first set of
criticisms builds on colonialism and the associated distribution of legal traditions, a
second set of criticisms is based on political economy arguments, and a third set is
based on the quality and reliability of early indicators of legal rules and outcomes. It is
pertinent to be aware of the limitations of this literature because the Legal Origins
Theory has deeply influenced our understanding of how to improve legal systems in
order to foster financial development and promote economic activity. The bottom line
of our review is that the imitation of other legal systems should be made very carefully,
and it is generally more desirable to improve existing regulations and the enforcement

of current laws instead of importing foreign rules.

In the second part of this paper, we have first analyzed the evolution of legal rules and
regulations during the last decade (2006-2014). For that purpose, we use
legal/regulatory indicators from the Doing Business Project (World Bank). Our findings
indicate that countries have actively reformed their legal systems during this period,
particularly French civil law countries. A process of convergence in the evolution of
legal rules and regulations is observed: countries starting in 2006 in a lower position
have improved more than countries with better initial scores. Also, French civil law
countries have reformed their legal systems to a larger extent than common law
countries and, consequently, have improved more in the majority of the Doing Business
indicators considered. Second, we have estimated fixed-effects panel regressions to
analyze the relationship between changes in legal rules and regulations and changes in
the real economy. Our findings point to a lack of systematic effects of legal rules and
regulations on economic and financial outcomes. This result stands in stark contrast to

the widespread belief that reforms aiming to strengthen investor and creditor rights (and
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other market-friendly policies) lead to better economic and financial outcomes. It seems

that improvements in these legal rules are not sufficient conditions for that.

Finally, we have conducted an exploratory analysis of the determinants of the
effectiveness of legal reforms and of the gap between legal rules and the reality on the
ground. Measuring legal reform effectiveness as the ratio between variation in economic
outcomes and variation in legal rules, we find considerable differences among countries.
These differences allow us to analyze the potential determinants of legal reform
effectiveness. The evidence is not conclusive but suggests that institutional quality and
mineral resource abundance are factors positively related to the effectiveness of legal
reforms. These findings have to be interpreted with caution due to the limited number of
observations and potential biases caused by omitted variables. In addition, we have also
analyzed the related question of the gap between legal rules and the reality on the
ground, both in terms of financial and economic outcomes and in terms of law in action.
The evidence appears to support the fact that institutional quality is a factor that reduces
the gap most of the times. A notable result in this regard is that common law countries
have a larger gap than civil law countries, although the difference has diminished from

2006 to 2012 and in some cases disappeared.
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APPENDIX A

SUMMARY OF THE CRITICISMS TO THE LEGAL ORIGINS THEORY

BOX: CRITICISMS TO THE LEGAL ORIGINS THEORY

In this Box we present the most relevant criticisms to the Legal Origins Theory, which we divide into three
main blocks. A first set of criticisms builds on colonialism and the associated distribution of legal
traditions, a second set of criticisms is based on political economy arguments, and a third set is based on
the quality and reliability of early indicators of legal rules and outcomes.

Arguments Based on Colonialism and the Distribution of Legal Traditions Around the World

One of the key criticisms of the Legal Origins Theory is the "Transplant Hypothesis" proposed by
Berkowitz, Pistor, and Richard (2003a, b) who argue that the manner in which legal systems are obtained is
more important than the specific countries’ legal traditions to explain the quality of legal systems. They
differentiate among origin countries, receptive transplants and unreceptive transplants, with the first two
categories being related to higher legal effectiveness. Whether legal transplants are receptive or not
depends on the adaptation of the imported law to local conditions and on the population’s familiarity with
law principles. Their evidence supports the fact that countries in which the law was not adapted to local
conditions or the population was not familiar with the law exhibit a lower level of legal effectiveness and
economic development.

A related criticism to the Legal Origins Theory has to do with the distribution of legal traditions around the
world (Oto-Peralias and Romero-Avila, 2014a,b). In that work, Oto-Peralias and Romero-Avila (2014a,b)
focus on the key point of the distribution of legal tradition from origin countries (colonial powers) to
recipient countries (colonies) in the historical process of European colonization. They argued that: 1)
Colonial powers had different strategies when implanting their legal systems in the colonies because they
exhibited different responses to the initial conditions (endowments) existing in colonized territories. 2) The
way legal systems were implanted matters for legal/economic outcomes. As regards the distribution of the
British common law, the transplantation of the common law was inversely related to the recipient country’s
level of population density at the time of colonization. This was due to the nature of British colonial policy,
which did not want to interfere with preexisting native law and rules of indigenous societies. In contrast,
France imposed its civil law rigidly across its empire, leading frequently to conflicts with existing laws.
Their results indicate that the common law does not generally lead to superior legal rules and outcomes or
to a higher level of credit and stock markets development than the French civil law when precolonial
population density and/or potential European settler mortality are high. According to these findings, the
superior performance of the common law is largely driven by countries where Britain extensively
implanted its legal tradition.

Daniels, Trebilcock, and Carson (2011) emphasize the high degree of variability in jurisdictional
arrangements and legal institutions in the British Empire, which were responsive to the initial conditions
encountered by colonizers, including the pre-existing indigenous legal order. Whether a colony developed a
long-run stable commitment to legality and high legal effectiveness depended to some extent on two
features of colonial administration and legal transplantation: (1) the degree of representation in legislative
institutions afforded to the indigenous population, and (2) the degree of integration of indigenous and
British common law courts and animated values. In practice, the implantation process of the British law in
each colony led to a unique corpus of law that differed from that in other colonies.

Klerman et al. (2011) explain the observed cross-country differences in economic growth between common
and civil law countries on the basis of non-legal colonial factors, which they measure through colonial
identity dummies. These results lead them to wonder whether legal origins are really meaningful.
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Arguments based on Political Economy

A political economy based criticism is related to the Great Reversal hypothesis of Rajan and Zingales (2003).
They show that in 1913, French civil law countries had a higher level of financial development -as
measured by the average stock market capitalization to GDP ratio- than common law countries, occurring
the opposite in 1999. This reversal in financial development levels appears congruent with the incumbent
industrial and financial elites in civil law countries preventing start-up competitors from having open
access to new finance, thus getting rid of potential competition that could erode the incumbents’ industrial
position. In contrast, in common law countries financial liberalization would prosper.

Roe (2006) provides an alternative political economy based explanation of the patterns observed in securities
markets development and divergent ownership structures in the world’s richer nations over the course of
the twentieth century. The greater destruction in World War II in civil law countries weakened the capacity
of political influence of capital oriented interests whose main asset (capital) was largely destroyed during
the war. In contrast, labor was the dominant force in postwar continental Europe as they could influence the
polity via voting. This led to a marked left-right political conflict, which gave rise to laws and regulations
in favor of the workforce and against capital.

In a similar spirit to Rajan and Zingales (2003) thesis, other papers also question the pretended fixed and
path-dependent link between legal origin and the level of protection of creditors and minority shareholders
and of financial development. These include Musacchio (2008) for the case of the development of bond
markets in 20" century Brazil, and Malmendier (2009) for the case of an early form of shareholder
company in ancient Rome, the societas publicanorum.

Arguments based on Measurement and Recoding of Legal Data

In this block we find several studies which, by virtue of recoding or using more recent or alternative legal
data, find no systematic differences between common and civil law countries in many areas of the legal
sphere. For instance, Spamann (2010) challenges the common view still supporting the existence of clear
differences in the area of civil procedure involving judicial adjudication and enforcement of private claims
between common and civil law countries. Likewise, Spamann (2009) corrects the antidirector rights index
originally used by La Porta et al. (1998) for thirty-three of the forty-six countries initially investigated. The
corrected index no longer renders a higher level of shareholder protection in common law than in civil law
countries.

By constructing resource-based measures of public enforcement, Jackson and Roe (2009) finds no evidence
of the pretended superiority of private enforcement mechanisms (more prevalent in common law countries)
in propelling securities market development. Rather, public enforcement is overall as important as
disclosure in explaining the development of financial markets around the world and more important than
private liability rules.

Using time-series data for three parent systems, Britain, France and Germany, and the United States and
India over the period 1970-2005, Armour et al. (2009a) cast doubts on the empirical validity of the Legal
Origins Theory since there have been great changes in their index of shareholder rights over the past three
decades, with a high degree of convergence between legal traditions in recent years due to a substantial rise
in shareholder protection in civil law countries. In addition, they find no significant differences between
common and civil law countries in the case of creditor protection. Similar evidence is provided by Armour
et al. (2009b) for a larger sample of 20 countries over the period 1995-2005. In both studies, the use of
time-series legal data is an important advancement relative to the majority of La Porta and associates' legal
indices that only offered a cross-sectional view of the law at one moment in time, mostly in the second half
of the 1990s. This had the limitation that it provided only a static description of the law as it stood at that
point, without taking into account the evolution of legal rules caused by either external transnational
convergence trends to best-practice standards or the influence of internal economic and political factors.
The World Bank's Doing Business initiative is also providing researchers with time-series data on a wide
range of legal rules and outcomes for a much wider sample of countries than Armour et al. (2009b).
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TABLES AND FIGURES

Table 1

Tests for mean differences between the 2006 and 2014 scores

Mean values Mean differences
2006 2014 Value St. Error  P-value
Strength of creditor rights index 6.85 7.33 0.48 0.35 0.17
Strength of investor protection index 5.87 5.96 0.09 0.30 0.78
Depth of credit information index 1.57 2.90 1.33 0.43 0.00
Recovery rate (%) 35.90 38.49 2.59 4.78 0.59
English  Time to enforce a contract (Ln) 6.35 6.35 0.00 0.09 0.97
Common Time to start a business (Ln) 3.33 2.77 -0.56 0.17 0.00
Law Time to register a property (Ln) 3.93 3.63 -0.30 0.24 0.22
Time to obtain construction permits 4.99 4.92 -0.07 0.10 0.46
Time required to pay taxes (Ln) 5.20 5.12 -0.08 0.13 0.53
Time to export (Ln) 3.07 2.82 -0.26 0.10 0.01
Time to import (Ln) 3.19 2.89 -0.31 0.13 0.02
Strength of creditor rights index 3.63 4.66 1.03 0.29 0.00
Strength of investor protection index 4.08 4.62 0.54 0.21 0.01
Depth of credit information index 1.59 3.49 1.91 0.33 0.00
Recovery rate (%) 24.35 28.42 4.08 3.10 0.19
French  Time to enforce a contract (Ln) 6.39 6.40 0.01 0.06 0.86
Commercial Time to start a business (Ln) 3.75 2.82 -0.92 0.13 0.00
Code  Time to register a property (Ln) 4.02 3.56 -0.46 0.15 0.00
Time to obtain construction permits 5.35 5.12 -0.23 0.07 0.00
Time required to pay taxes (Ln) 5.73 5.55 -0.18 0.10 0.06
Time to export (Ln) 3.31 3.05 -0.27 0.08 0.00
Time to import (Ln) 3.45 3.13 -0.32 0.09 0.00
Strength of creditor rights index 6.37 6.79 0.42 0.62 0.50
Strength of investor protection index 5.11 5.52 0.41 0.35 0.25
Depth of credit information index 2.74 5.05 2.32 0.59 0.00
Recovery rate (%) 42.03 50.54 8.51 7.19 0.24
German Time to enforce a contract (Ln) 6.10 6.11 0.01 0.14 0.93
Commercial Time to start a business (Ln) 3.45 2.53 -0.92 0.22 0.00
Code  Time to register a property (Ln) 3.94 2.82 -1.12 0.39 0.01
Time to obtain construction permits 5.31 5.00 -0.30 0.19 0.11
Time required to pay taxes (Ln) 5.73 5.44 -0.29 0.20 0.16
Time to export (Ln) 2.84 2.61 -0.23 0.17 0.17
Time to import (Ln) 2.84 2.59 -0.25 0.19 0.20
Strength of creditor rights index 7.20 7.60 0.40 0.63 0.54
Strength of investor protection index 5.66 6.26 0.60 0.45 0.22
Depth of credit information index 4.20 4.20 0.00 0.28 1.00
. Recovery rate (%) 80.78 85.70 4.92 5.26 0.38
Scandina- .
vian T@e to enforce a cj'ontract (Ln) 5.87 5.88 0.01 0.15 0.96
Commercial Time to start a business (Ln) 2.18 2.08 -0.10 0.35 0.79
Code Time to register a property (Ln) 2.09 1.94 -0.15 0.78 0.85
Time to obtain construction permits 4.67 4.44 -0.23 0.27 0.43
Time required to pay taxes (Ln) 4.94 4.71 -0.23 0.21 0.31
Time to export (Ln) 2.11 2.11 0.00 0.12 1.00

Time to import (Ln) 1.92 1.90 -0.03 0.14 0.86
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Table 4

Convergence among legal traditions: Average of the annual rate of change in legal rules/regulations (2006-2014)

French Civ Law German Civil Law Scand Law RE Obs

Coeff. SEs Coeff. SEs Coeff. SEs
Panel A: Without control variable
Creditor rights 0.032***  (0.01) -0.001 (0.008) -0.006 (0.006) 0.06 178
Investor protection 0.011**  (0.005) 0.002 (0.005) 0.007 (0.01) 0.02 179
Credit information 0.03* (0.017) 0.014 (0.024)  -0.028***  (0.01) 0.03 109
Recovery rate 0.012 (0.058) -0.02 (0.055) -0.05 (0.054) 0 159
Contract enforc. 0.001 (0.001) 0.001 (0.001) 0.001 (0.003) 0.01 179
Starting a business -0.01* (0.005) -0.016 (0.01) 0.016***  (0.005)  0.04 179
Registering a property -0.005 (0.004) -0.036**  (0.017) -0.002 (0.024)  0.07 178
Construction permits -0.002 (0.002) -0.005*  (0.002) -0.003 (0.003) 0.02 179
Paying taxes -0.003 (0.002)  -0.006*** (0.002) -0.006 (0.005) 0.04 179
Time to export 0.00 (0.002) -0.001 (0.004) 0.009*** (0.001)  0.02 179
Time to import -0.001 (0.002) -0.001 (0.004) 0.008***  (0.002) 0.01 179
Panel B: Control variable is average growth rate of GDP
Creditor rights 0.031***  (0.009) 0.003 (0.008) 0.007 (0.01) 0.09 177
Investor protection 0.01** (0.005) 0.003 (0.005) 0.011 (0.01) 0.03 178
Credit information 0.03* (0.016) 0.025 (0.025) 0.005 (0.019)  0.13 109
Recovery rate 0.011 (0.056) -0.019 (0.058) -0.044 (0.064) 0 159
Contract enforc. 0.001 (0.001) 0.001 (0.001) 0.00 (0.003) 0.02 178
Starting a business -0.01* (0.005) -0.016* (0.01) 0.014**  (0.006)  0.05 178
Registering a property -0.005 (0.005) -0.036**  (0.018) 0.00 (0.024)  0.07 177
Construction permits -0.002 (0.002) -0.005**  (0.002) -0.003 (0.003) 0.02 178
Paying taxes -0.003 (0.002)  -0.006*** (0.002) -0.005 (0.004)  0.05 178
Time to export 0.00 (0.002) -0.001 (0.004) 0.007***  (0.002)  0.04 178
Time to import -0.001 (0.002) -0.001 (0.004) 0.007***  (0.002)  0.02 178
Panel C: Control variable is Log of GDP per capita in 2006
Creditor rights 0.029***  (0.009) 0.017**  (0.008) 0.03*** (0.01) 0.19 174
Investor protection 0.011*%*  (0.005) 0.004 (0.006) 0.011 (0.011) 0.03 175
Credit information 0.03 (0.02) 0.014 (0.024) -0.025 (0.017)  0.03 108
Recovery rate 0.014 (0.058) 0.016 (0.038) 0.024 (0.024)  0.04 156
Contract enforc. 0.001 (0.001) 0.00 (0.001) 0.00 (0.003) 0.03 175
Starting a business -0.011**  (0.0006) -0.016 (0.01) 0.015**  (0.007)  0.04 175
Registering a property -0.005 (0.005) -0.035*  (0.018) -0.001 (0.024) 0.07 174
Construction permits -0.003**  (0.001) -0.005*  (0.003) -0.003 (0.003) 0.03 175
Paying taxes -0.003*  (0.002)  -0.006*** (0.002) -0.006 (0.005) 0.04 175
Time to export 0.00 (0.002) -0.001 (0.004) 0.008*** (0.002)  0.03 175
Time to import -0.002 (0.002) -0.001 (0.004) 0.007**  (0.003)  0.02 175

Notes: Regressions include a constant term, which is omitted for space considerations. Robust standard errors are

in parentheses. *, ** and *** denote statistical significance at the 10, 5 and 1% levels, respectively.
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Table 5

Convergence among legal traditions: Ratio 2014/2006 in legal rules/regulations

French Civ Law German Civil Law Scand Law RE  Obs

Coeff. SEs Coeft. SEs Coeff. SEs
Panel A: Without control variable
Creditor rights 0.302***  (0.093) 0.01 (0.072) -0.051 (0.047)  0.06 166
Investor protection 0.115**  (0.051) 0.029 (0.045) 0.072 (0.086) 0.03 168
Credit information 0.124 (0.147) -0.04 (0.086) -0.155**  (0.065) 0.03 66
Recovery rate 0.387 (0.921) -0.366 (0.677) -0.636 (0.665) 0 148
Contract enforc. 0.007 (0.005) 0.006 (0.008) 0.007 (0.024)  0.01 168
Starting a business -0.08**  (0.038) -0.094 (0.06) 0.117***  (0.039) 0.05 168
Registering a property -0.029 (0.027)  -0.174***  (0.064) -0.045 (0.161)  0.07 166
Construction permits -0.018 (0.012) -0.034*  (0.018) -0.022 (0.025)  0.02 168
Paying taxes -0.014*  (0.009) -0.039***  (0.014) -0.035 (0.034) 0.05 167
Time to export -0.003 (0.013) -0.001 (0.027) 0.07%%* (0.01) 0.02 168
Time to import -0.005 (0.016) 0.001 (0.027) 0.065***  (0.017)  0.02 168
Panel B: Control variable is average growth rate of GDP
Creditor rights 0.296***  (0.088) 0.053 (0.071) 0.092 (0.101) 0.1 165
Investor protection 0.112%%* (0.05) 0.045 (0.046) 0.126 (0.09) 0.05 167
Credit information 0.132 (0.1406) 0.001 (0.072) -0.061 (0.06) 0.05 66
Recovery rate 0.389 (0.922) -0.384 (0.728) -0.689 (0.831) 0 148
Contract enforc. 0.007 (0.005) 0.005 (0.008) 0.002 (0.024)  0.03 167
Starting a business -0.081**  (0.038) -0.098 (0.062) 0.103**  (0.046) 0.05 167
Registering a property -0.03 (0.028) -0.172%*  (0.066) -0.039 (0.161)  0.07 165
Construction permits -0.017 (0.013) -0.036%*  (0.018) -0.027 (0.026) 0.02 167
Paying taxes -0.014 (0.009) -0.04***  (0.013) -0.041 (0.035) 0.06 166
Time to export -0.002 (0.013) -0.004 (0.028) 0.058*** (0.013) 0.04 167
Time to import -0.005 (0.016) -0.001 (0.028) 0.059*%**  (0.02) 0.02 167
Panel C: Control variable is Log of GDP per capita in 2006
Creditor rights 0.27**%*  (0.086) 0.183**  (0.081) 0.286***  (0.106)  0.17 163
Investor protection 0.115%* (0.05) 0.052 (0.051) 0.115 (0.096) 0.03 165
Credit information 0.107 (0.139) -0.026 (0.095) -0.095 (0.095) 0.04 65
Recovery rate 0.42 (0.932) -0.052 (0.461) -0.033 (0.375)  0.01 146
Contract enforc. 0.007 (0.005) 0.003 (0.008) 0 (0.024) 0.03 165
Starting a business -0.086**  (0.037) -0.081 (0.067) 0.143**  (0.055) 0.06 165
Registering a property -0.032 (0.028) -0.164**  (0.07) -0.026 (0.163) 0.08 163
Construction permits -0.024**  (0.011) -0.034* (0.02) -0.022 (0.028)  0.03 165
Paying taxes -0.015*  (0.009) -0.038***  (0.015) -0.034 (0.035) 0.05 164
Time to export -0.002 (0.014) -0.004 (0.029) 0.063*** (0.016) 0.02 165
Time to import -0.009 (0.016) 0.002 (0.03) 0.066***  (0.023) 0.02 165

Notes: Regressions include a constant term, which is omitted for space considerations. Robust standard errors are

in parentheses. *, ** and *** denote statistical significance at the 10, 5 and 1% levels, respectively.
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Table 6

Beta convergence across legal traditions

Initial value (2006) of the

legal/reg. Indicator R’ Obs
Coeft. SEs

Panel A: Without control variable
Creditor rights -0.104%** (0.028) 0.15 166
Investor protection -0.067*** (0.024) 0.11 168
Credit information -0.349%* (0.153) 0.42 66
Recovery rate -0.048%* (0.024) 0.06 148
Contract enforc. -0.023%** (0.006) 0.13 168
Starting a business -0.036* (0.021) 0.02 168
Registering a property -0.044%** (0.014) 0.07 166
Construction permits -0.046%** (0.016) 0.09 168
Paying taxes -0.037*** (0.007) 0.26 167
Time to export -0.028*** (0.011) 0.04 168
Time to import -0.026*** (0.009) 0.04 168

Panel B: Control variable is average growth rate of GDP

Creditor rights -0.096%** (0.022) 0.17 165
Investor protection -0.064%** (0.022) 0.11 167
Credit information -0.344%* (0.153) 0.44 66
Recovery rate -0.058%* (0.031) 0.07 148
Contract enforc. -0.023%%* (0.006) 0.15 167
Starting a business -0.034 (0.022) 0.02 167
Registering a property -0.045%** (0.014) 0.07 165
Construction permits -0.046%** (0.017) 0.09 167
Paying taxes -0.038*** (0.007) 0.26 166
Time to export -0.024** (0.012) 0.04 167
Time to import -0.027*** (0.01) 0.04 167

Panel C: Control variable is Log of GDP per capita in 2006

Creditor rights -0.079%** (0.023) 0.21 163
Investor protection -0.073%** (0.023) 0.11 165
Credit information -0.351%* (0.154) 0.43 65
Recovery rate -0.063 (0.041) 0.06 146
Contract enforc. -0.023*** (0.006) 0.14 165
Starting a business -0.046** (0.022) 0.03 165
Registering a property -0.059%*** (0.016) 0.13 163
Construction permits -0.04%** (0.013) 0.08 165
Paying taxes -0.042%** (0.007) 0.30 164
Time to export -0.045%* (0.02) 0.05 165
Time to import -0.049%** (0.016) 0.06 165

Notes: The dependent variable is the ratio of the 2014 to 2006 scores for each of the
respective legal and regulatory indicator. Regressions include a constant term, which is
omitted for space considerations. Robust standard errors are in parentheses. *, ** and ***
denote statistical significance at the 10, 5 and 1% levels, respectively.
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98



Av. annual change in credit depth/ Av. annual change in creditor rights
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Av. annual change in credit depth/ Av. annual change in investor rights

TUR

T ||‘
:U<)>o “
=57

D

=
S
>Zm.

DO I I III I
> ShC (SO
mMC: NS
>OZOJ:6;U>,Q"§|8§
"o

el L L]
R

2=
Z

4__.
@
O

o}

<

ISL

T T T
-200 -100 100

Panel A: Effectiveness of investor protection reforms in financial depth

Av. annual change in new business density/ Av. annual change in investor rights

ROU

ISL

T T T T T

-10 -5 0 5 10

Panel B: Effectiveness of investor protection reforms in new business density

Figure 8: Effectiveness of investor protection reforms

100



Gap between credit creditor rights and financial depth
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This indicator is calculated as: DTF in creditor rights - DTF in credit depth

Figure 9: Gap between creditor rights and financial depth
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Figure 10: Gap between creditor rights and contract enforcement
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Appendix

Data sources and descriptive statistics

Variable Source Obs Mean  Std. Dev. Min Max
Legal rules/regulations
Doing business
Strength of creditor rights index A 1573 5.47 2.40 0.00 10.00
Strength of investor protection index 1573 5.02 1.61 1.00 9.70
Depth of credit information index 1573 2.53 2.47 0.00 6.00
Recovery rate (%) 1573 34.06 24.43 0.00 92.80
Time to enforce a contract (Ln) 1573 6.32 0.45 4.79 7.45
Time to start a business (Ln) > Doing Business Project 1573 3.10 0.96 -0.69 6.55
Time to register a property (Ln) 1573 3.69 1.15 0.00 6.86
Time to obtain construction permits 1573 5.12 0.54 3.26 6.58
Time required to pay taxes (Ln) 1566 5.44 0.71 2.48 7.86
Time to export (Ln) 1573 2.99 0.59 1.79 4.62
Time to import (Ln) J 1573 3.06 0.68 1.39 4.76
Others
Creditor rights 1995-2005 Siems (2008) 275 0.57 0.15 0.20 0.80
Shareholder protection index 1995-2005 Armour et al. (2009a) 275 0.49 0.16 0.15 0.74
Creditor rights 1978-2002 Djankov et al. (2007) 2970 1.80 1.19 0.00 4.00
Formalism index - Eviction 1960-2000 Balas et al. (2009) 1640 3.68 0.95 1.35 5.83
Form. index - Check collection 1960-2000 Balas et al. (2009) 1640 3.47 1.08 1.04 5.49
Dependent variables
Market capitalization of listed domestic A
companies (% of GDP) 751 66.44 119.99 0.93 1254.47
Stocks traded, total value (% of GDP) 662 39.21 84.98 0.00 954.43
Domestic credit to private sector by banks (%
of GDP) 983 43.25 34.60 2.09 312.15
Domestic credit provided by financial sector
(% of GDP) 983 56.60 53.47 -27.96 373.79
Domestic credit to private sector (% of GDP) 983 46.36 38.71 2.10 312.15
Foreign direct investment, net inflows (% of L World Bank
GDP) Open Databases 1615 6.30 15.45 -58.98 466.56
Trade (% of GDP) 1533 94.87 54.47 19.12 455.28
Gross fixed capital formation, private sector
(% of GDP) 746 16.62 7.01 0.00 53.13
New business density (new registrations per
1,000 people ages 15-64) 869 3.32 4.59 0.00 25.00
Unemployment, total (% of total labor force)
(modeled ILO estimate) 1503 8.39 5.91 0.10 37.60
GINI index (World Bank estimate) 511 37.73 9.02 23.72 64.79
GDP per capita growth (annual %) y, 1634 2.24 5.28 -62.21 104.66
Private credit by deposit money banks and 3
other financial institutions to GDP (%) 1291 54.22 50.17 0.01 313.85
Stock market capitalization to GDP (%) The Global Financial 715 56.84 64.21 0.34 570.16
Stock market total value traded to GDP (%) Development Database 713 38.46 75.49 0.00 723.59
Number of listed companies per 1,000,000
people 757 27.15 41.33 0.15 247.97
Others ’
GDP per capita, PPP (constant 2011 World Bank Open Databases
international $) 1605  17855.68 20578.96 546.03  136135.50
Rule of law (Worldwide Governance Quality of Government dataset
Indicators) 1275 -0.05 0.99 -2.67 2.00
Legal origins La Porta et al. 2008
GDP growth (annual %) World Bank Open Databases 1635 3.77 5.48 -62.08 104.49

106



Appendix (Continued )

Data sources and descriptive statistics

Variable Source Obs Mean _ Std. Dev. Min Max
Variables used in Section VI (and not described above)
Dependent variables
Effectiveness of creditor rights reforms in 7
financial depth (private credit over GDP) 2006-
2013 49 6.10 8.18 -8.73 33.95
Effectiveness of creditor rights reforms in
entrepreneurship (new business density) 29 0.04 0.88 -2.19 2.39
Effectiveness of investor protection reforms in
financial depth (private credit over GDP) 2006-
2013 48 16.37 38.93 -174.84 97.43
Effectiveness of investor protection reforms in ) ) .
entrepreneurship (new business density) Doing Business Project, The 34 0.22 2.38 -7.52 7.01
. ) > Global Financial Development
]?etermmants of Fhe gap betv&-/een credlltor Database, and World Bank
rights and financial depth (private credit over Open Databases
GDP) 2006 156 7.36 23.48 -71.99 55.03
Determinants of the gap between creditor
rights and entrepreneurship (new business
density) 2006 110 18.18 29.39 -81.25 70.27
Determinants of the gap between investor
protection and financial depth (private credit
over GDP) 2006 156 12.31 26.41 -70.00 56.02
Determinants of the gap between investor
protection and entrepreneurship (new business
density) 2006 7 110 20.83 28.74 -70.00 72.35
Determinants of the gap between creditor
rights and contract enforcement 2006 168 _13.2913  20.84503 -68.6 .73
Determinants of the gap between creditor
rights and debt recovery 2006 A . A 168 8.802381 21.47004 -36.98 62.1
> Doing Business Project
Determinants of the gap between investor
protection and contract enforcement 2006 168 -8.00637 18.25747  -50.75 45.85
Determinants of the gap between investor
protection and debt recovery 2006 J 168 14.08726 23.7163 -51.87 63.33
Independent variables
Control of corruption (Worldwide Governance
Indicators) 2006 Kaufmann et al. (2009), from 180 -0.04 1.00 -1.84 2.55
Rule of law (Worldwide Governance Teorell et al. (2011).
Indicators) 2006 182 -0.05 1.00 -2.83 1.50
Catholics 181 3195 3591 0.00 99.10
La Porta et al. (1999), from : : : :

Muslims Teorell et al. (2011) (Religion

(Protestants, Catholics, Muslims 181 23.86 36.17 0.00 99.90
Protestants and others as a percentage of 179 13.52 21.52 0.00 97.80

h ligi population in 1985-1995.))

Other religion 179 30.69  30.84 0.00 100.00
Ethnic fractionalization (not correspondingto a  Alesina et al. (2003), from
specific year) Teorell et al. (2011). 180 0.44 0.26 0.00 0.93
Latitude La Porta er al. (1999), from

Teorell et al. (2011). 181 0.28 0.19 0.00 0.72
Mineral resources (Average of mineral rents .

World Devel t]
over GDP during the period 1960-2000.) orld Development Indicators o5 0.79 2.43 0.00 15.57

Notes: All descriptive estatistics correspond to the 2006-2014 period, except otherwise stated.
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