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Abstract
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also test whether the presence of all ten contypets can compensate the absence of financialrcente
advantage, and find that they do so in the civil laother countries and the two newly industrialized
countries of our sample. The Swiss case showstllgatumulation of default rule advantage and
financial center advantage results in superior egoo performance. While qualifying legal origins
theory, our results strongly confirm institutio@lonomics in its core of contract theory.
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1. Introduction

Legal origins theory (LOT) builds on Andrei Shlegifeand Robert Vishny's influential 1997
paper refuting the efficient market paradigm inafice (Shleifer and Vishny, 1997). Their
research in behavioral finance led them to the lesian that markets do not automatically
eliminate price distortions thanks to an assumexbgiice of countless arbitrageurs. They
found that only a limited number of professionadidters with access to ample and patient
capital are able to prevail against masses ofigiefft “noise traders” by contrarian strategies
over extended periods of time. Hence, LOT focusate maturally on rules governing the
provision of capital to financial markets. The qumsis whether it can assume as boldly as it
does that common law is economically superior tol ¢aw (La Porta et al., 1999, 2008).
LOT argues that for reasons of protestant sociglagymmon law favors the trust of
uninformed capital owners in professional insideBng as agents in the best interest of their
principals. The religious sociology involved in ghargument is as debatable as LOT's
assertion that civil law, since Roman times, is éRpression of the will of the ruler and of
Catholic distrust of strangers (see La Porta et1l@09). Suffice it to refer to the cases of the
civil law of the Protestant Netherlands, the comrtawm of Catholic Ireland and the status of
the bi-confessional civil law country Switzerland a financial center. And yet, there is
unmistakable merit in LOT's major effort to attemph econometric measure of the

importance of law in economics.

Whereas LOT has particular strengths in law andnie, it is much less focused on contract
law, the bedrock of day-to-day economic transasti@ithough it does consider strong rules
of contract enforcement as an important indicafocamparative quality of legal origins, it

does not seem to be interested in how the law em® ¢he conclusion of enforceable
contracts. Except for the relationship contractscofporate law, LOT appears to bypass
contract theory. In classical contract theory, mplete contract fully specifies the rights and
duties of the parties to the contract for all pbkesifuture states of the world. This notion
indeed reflects the classical common law requirdne#ncomplete consent between the
contracting parties about every right and obligatioat may become the object of litigation.
However, since Williamson (1975) recognized thaisitither impossible or inefficient in

terms of transaction costs to write complete cg®it contracts, economists and legal
scholars have sought solutions for both the cosstlEase-by-case contracts prevailing in

daily business life as well as for the relations$pecific contracts consolidated in corporate



law (Grossman and Hart, 1986, or Hart and Moor&819n the economic literature, and
Barnett, 1992, and Farnsworth, 2008, in the lagvditure).

While economists have analyzed the transaction aondtincentive effects of the problem,
American legal scholars have focused on how defalés provided by the law fill the gaps of
incomplete contracts (Barnett, 1992, and Farnswd008). Legal theory distinguishes
between discretionary and mandatory rules. Dismmatly rules can be abrogated or modified
by the contracting parties. Mandatory rules will dérdorced, even if the parties attempt to
override or modify them. Codified default rules aither discretionary or mandatory. Most
default rules of economically important contracpdyg codified in civil law countries are

discretionary, since all civil codes in the Romeaadition rely on the principle of « private

autonomy » (Zimmermann, 1996). But all contractelymf the major civil codes are also
subject to some mandatory rules, the most impodamthich is the general clause of « good
faith ». Some codified contract types rely enyiret preponderantly on mandatory rules. This
is the case of German and Swigsrsicherungsvertragsgesetdasurance Contract Laws) of

1908, the Chinese Insurance Law of 1929, in fonc&adiwan since 1950, and the Frenah

sur le contrat d’assurancg@nsurance Contract Law) of 1930 (Reichert-Fae#id1998).

Civil and commercial codes of civil law countriesopide default rules for most of the
economically important types of contracts (saleasé, employment, services, construction,
insurance, loans, guarantee etc). In common lawntdes, codified default rules are an
exception, the most important being the codifyitajiges for the sale of goods and services
(the UK Sales of Goods Act and Art 2 of the US dmfi Commercial Codes (UCC) as well
as Art 4 UCC for bank loans and Art 2A UCC for lkes)s Common law judges normally
recognize only the clear text of the contract. Mees, they demand proof of complete
consent on any right or obligation claimed by aaytypin subsequent litigation. If the text of
contract is unclear or incomplete in the senseoatract theory, rights and obligations of the
parties will be correspondingly incomplete. As kerthe contract is judged invalid for lack of
clarity. Only rarely have common law judges attézdpto save an incomplete contract from
uncertainty by looking for rules «implied in theaw », which might serve as

« implied terms » of the contract (see Farnsw@tog).

We submit that this marked difference of contragt between the two legal families implies
a major qualification of LOT’s assumption that tmmmon law is economically superior to
civil law. Even if we concede that common law pd®s a superior environment to financial

markets by favoring a more ample flow of capitaptofessional insiders bound by fiduciary



duties, civil law may score by offering a safe aaby framework for the conclusion of
enforceable contracts in the real economy. Theigiav of default rules for all economically
important types of contract by civil codes as aligubgood offers two crucial economic
advantages in addition to solving the problem afomplete contracts. The first is that
codified default rules are publicly accessible vergone and thereby avoid the information
asymmetries regularly resulting in common law cdestfrom one contracting party writing
a multi-page contract striving for “completenessthathe other party resigned to accept it.
The second is that, as a public good, codified Wefalles spare contracting parties the
transaction cost of attempting to write contrast€@mplete as possible even in routine cases.
This may have been a necessary, if certainly reatfficient (Schmiegelow, 2006), condition
for civil law countries of German legal origin oetforming, by LOT's own admission,
common law countries between 1960 and 2000 (Maho2@30, and La Porta et al., 2007,
page 26).

In this paper, we aim to detect the impact of dédawles on doing business, and hence on

economic performance. To this end, we take thregsst

1. First, we extend the array of indicators of ecoromnalysis of law to 10 of the
economically most important contract types, inahgdpurchasing equipment, hiring
employees or taking a bank loan (see next sectiorihie exhaustive list). As just
these three types of contracts suggest, our iraEabver the most crucial aspects of
economic decision-making, including capital accuatioh, employment and banc

finance of business.

2. Second, we consider 8 countries particularly relevass mother countries of legal
origins, financial centers or newly industrializeconomies (France, Germany, Japan,
South Korea, Switzerland, Taiwan, United Kingdona d&mited States). We inquire
which of these countries have been providing deéfaudés for the selected contract
types, since when, and with what economic effeoteXclude the “transplant effect”
of the imposition of culturally foreign laws by owlial rule (Berkowitz, Pistor and
Richard, 2003), our sample of countries does ndude the former British, French,
Portuguese and Spanish colonies, which form thk blithe 152 countries, on the

number of which LOT’s robustness tests rely.

3. Third, we attempt to attain compensating degreeslmfistness for our much smaller
sample of countries by longer time series, begmmiith the movement toward law

codification in the 18 century, and more focused reliance on contracbrihe



comparative law, legal and economic history. Weniife the economic impact of the
default rules offered by codified contract typesaptured by per capita GDP growth.
We use econometric analysis combining the most rambdh tools in panel data
analysis and counterfactual simulation as well asenstandard techniques. In contrast
to the few recent decades of the cross countrysisahdopted for LOT validation, we
consider prolonged periods selected for their @atee in codification history as well
as for the availability of data widely recognizedraliable (1870-2008).

We assume that for econometric comparisons betwesmmon law and codified law to be
more convincing than LOT’s, they will, on principleave to run regressions of chosen
indicators by per capita income or growth data dogethe entire periods in which codes or
codifying statutes of relevant countries have hiediorce. This will enable us to capture the
impact of the entry into force of the most releviea#ding modern civil codes, commercial
codes or codifying statutes of the™&nd 28 century in Europe and Asia. We have found no
easily accessible data for the period between liB@dentry into force of th€ode Napoléon

in France and 1870. But, beginning in 1870, ouadaill pick up the effect of th€ode
Napoléonand theCode Commerciabf 1807 in the last decade of tBecond Empir¢1852-
1870) as well as of thallgemeines Deutsches Handelsgesetzh@d¢hGB), the Common

Commercial Code of the German Federation of 1861.

After the required robustness checks, we find tirafpresence of default rules in the contracts
selected do favor economic performance. The shortaffect of codifying one additional
contract type with default rules on GDP is slighlibyver than 0.38 percent. The long-run
effect on the GDP level is 13.3 percent. Codifylrfigcontract types with default rules, which
constitutes a huge institutional change, multip3P per capita by almost 3 in the long run
with a short-run effect of 3.8 percent. Becausel daw codes offer such rules more
systematically than codifying statutes in commaon untries, there should be evidence of
economic performance of at least some of the &wi countries of our sample converging
with, if not superior to, common law countries fatr least some periods of our long time
series. And indeed, we find that the per capita GioP only of Germany and Japan, as
already conceded by LOT, but also of France, onsehtbegal origin” and state-centered
political economy much of LOT rests, began excegdhmat of the UK between the mid
1960’s and the mid 1980’'s although they did nobgrthe advantages of a major financial
center, while Switzerland, which did, outperfornted UK already in the two decades before

the Second World War and in all six decades thareads well as the US between the mid



1950’s and the mid 1980’. After their own autonom@aoption of civil codes in the 1950's,
South Korea and Taiwan emerged on a distinctiveh palt convergence as "newly
industrialized economies”. The one remaining Agaanomy of socialist legal origin, North
Korea, provides telling data for a counterfactuatudation of what the South Korean and
Taiwanese GDP levels would have been without cedliflefault rules in contract law. Hence
the conclusion appears warranted that LOT’s clainthe superiority of common law requires

gualification.

Details on the list of contracts and short revi@fisheir codification as well as of the legal
and economic histories of the countries selectedttfe study are presented in section 2.
Section 3 displays the main elements of our ecotrienget-up and presents the principal

findings. Section 4 concludes.

2. Codified Contract Rules in the Legal and Econonai Histories of Selected

Countries

2.1. Selection of contract typesimportant for business
We posit that the economically most relevant cantiypes are the following ten:

. Renting office space

. Contracting for the construction of a building
. Purchasing equipment

. Insuring the equipment

. Hiring employees

. Taking a bank loan

. Subcontracting a task

. Contracting with a Commercial Agent

© 00 N O 0o B~ W DN P

. Obtaining advice from a Consultant

10. Guaranteeing an undertaking by a Subsidiary

The list captures the most basic aspects of daiisgibss. While primarily designed to qualify
LOT, it may also help improving the methodologytioé yearly “Doing Business” Reports of
the World Bank (DB), which began in 2000 (World BafRC 2000, and most recently 2009),
but were found methodologically defective by the AfdBank Group’s own Independent
Evaluation Group in 2008 (World Bank-IEG, 2008;i&t, 2009). Compared to the DB,
which among all economically important contractegponly considers hiring workers as a

relevant concern for business and, hence, doesarffeemploying workers indicator” (EWI),



we submit 9 additional indicators. Moreover, whidB considers labor contract rules
exclusively as a cost, we shall take the oppogigraach of considering the presence of
default rules in labor law as in all other 9 cootrgypes as a business environment saving

transaction costs.
2.2. Selection of the sample of countries

One of the most obvious weaknesses of LOT is msnsary attribution of French legal origin
to the vast majority of former colonies, even forngpanish and Portuguese colonies, with
below average per capita income in Africa, Asia hatin America (see La Porta et al., 2008,
whose world map of legal origins is reproducedha Appendix). Its list of Commonwealth
countries is only about half as long, which resuita much more favorable mean for the
English legal origin. Obviously, with O former cales (South Korea and Taiwan were
Japanese colonies until the end of World War llf bdopted their own civil codes
autonomously after gaining their independence),Geeman legal origin comes out on top
even in LOT’s own regressions. The attribution eéurty all of Latin America to the French
Legal origin is questionable already from a compagalaw point of view (Dam, 2006).
Moreover, while appearing to support LOT’s polititaeory of a state-oriented French legal
system by decreasing the average results of theckregal origin, the attribution comes at
the price of a major inconsistency of LOT in theseaf the short list of the German legal
origin. Although in LOT’s view (La Porta et al, 99), the latter shares the dysfunctional
political economy of the French legal system, ihdfés from LOT’s inexorable average to
the extent of outperforming common law countrigsgnks to the mere absence of former
colonies in its list (H. Schmiegelow, 2006). Berktawet al (2003) have offered what remains,
so far, the most cogent explanation of this incgtesicy: LOT misses the “transplant effect”
of the imposition of culturally foreign laws by cowlial rule resulting, as a rule, in lower

economic performance.
We have therefore resolved to restrict our comparts the following categories of countries:

1. Countries considered by LOT as mother countrieth@fEnglish, French and German

“legal origin” (England, France, Germany)

2. The US, as it is closely associated with England.©y as a quasi mother country of
common law, although it does have a written comistih and is much closer in many
ways to civil law countries by the high and growingmber of codifying statutes
(Dam, 2006)



3. Japan, which is considered by LOT as of German IL&ggyin, but in fact is the
paradigm case of a non-Western country particigamtonomously in the 19
century codification movement, became the “legagint of the civil code of its
former Korean colony as well as the country of irepn of South Korea’'s
autonomously adopted code of 1958 and hence mimsthje list of mother countries

of legal origin.

4. High growth countries having voluntarily and autorausly chosen to adopt civil
codes in the 1950’s as purposefully designed amagaf domestic legal traditions

and borrowed Western patterns (South Korea, Taiwan)

5. Switzerland as a civil law country with a balancecbnomic structure having in
addition developed as a major financial centertadus considered by LOT to be
reserved for countries of English legal origin aseault of superior quality of the

common law.

With this selection, we capture the profiles of llgest economy of the world (US), the two
countries that have been the second and thirddaegonomies after the US between 1960
and 2008 (Germany and Japan), two so-called “ASigars” which have been attracting the
attention of economic analysis as “Newly Indusiziedl Countries” anticipating over a period
of 4 decades the pattern of China’s recent extmaargd growth (South Korea and Taiwan, see
World Bank, 1993; Fu Jun, 2010) and the one mapmticental European financial center
which, according to Roe (2006), owes this statushéofact that it is the only European civil
law country never to have suffered a foreign octopawith the collateral effect of
destroying the confidence of domestic investorsit&nland). With Germany, South Korea
and Taiwan, our sample includes three instructases of countries divided by the Cold War,
with the civil law “Western half “ spectacularlyutperforming the “Eastern” half of

“socialist legal origin”.

The two divided countries remaining as a legacyhef cold war, China and Korea, offer
particularly inviting “test cases” for measuringeteconomic advantages not only of a free
market economy as opposed to a planned economgdmibf contract law with default rules
easing business by reducing transaction costslarebag information asymmetries and
solving the problem of incomplete contracts. Juis¢ Iprivate contracts in free markets
without legal institutions, no socialist planningncoffer complete contingent solutions for
any future state of affairs. In both cases, renseedsn only be sought “ex post”, once the

problem of incomplete contracts has arisen: in bygtical free market anarchies by new



contracts or by enforcement with private force, amdtill empirically observable planned
economies by elaboration of a new plan and issuahoew ruling party commands. Like all
legislation in countries governed by the rule of,lazodified default rules have the crucial
advantage of solving the problem of incomplete @mts “ex ante” for all times and for all
market participants alike, before the latter dedm&onclude a contract or to set up a new

business.

To illustrate the impact of codified default rule@s economic performance, we will include a
counterfactual simulation of South Korean and Taese GDP levels without default rules.
The data of the “Eastern”- geographically Northermalf of one of the two divided Asian
countries remaining as a legacy of the Cold Warvide a useful pattern for such a
simulation. We have chosen North Korea since ttebéshment of the People’s Republic of
Korea by Kim Il Sung in 1948, which is the only E&sian country categorized by LOT as
of socialist legal origin while Mainland China iscognized as a country in the process of

legal transformation towards a market economy (bdePet al, 2008).

Except for this robustness check on North Koreahaee chosen to omit LOT’s “socialist
legal origin”, as most former socialist countrige aow transforming countries. Since their
legal transformation began only in the 1990’s (@tder China’s earlier Economic Contract
Law of 1981), we consider the time series of theaw contract laws and economic
development as too short to pass robustness kestseasons of sharpening our arguments on
the common law/civil law divide assumed by LOT, heve also left out the “Scandinavian

legal origin” which LOT characterizes as a “hybrid@al system.

As it happens, 5 of our 8 countries are of what L&hsiders as “German” legal origin
(Germany, Japan, South Korea, Switzerland and TgiwEo avoid objections of bias, we

emphasize three points at the outset:

1. We arrive at our sample primarily by eliminati@.e. of countries with transplant
effect, socialist countries, transforming countri€dcandinavian countries), and
secondarily by focusing on mother countries of legain and other countries with

both independent legal histories and distinctivitgpas of economic development.

2. For reasons of comparative law explained inieec2.3, we do not share LOT'’s
characterization of Japan, South Korea and Taiveacoantries of “German” legal

origin.
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3. For those preferring LOT’s characterizationhad tegal origin of these three countries
as “German”, our paper may have the useful sidecefbf filling some of the
cognitive deficit concerning the German legal origiecognized by LOT itself
(“Although less has been written about German fdnar( about French law), it is fair
to say that it is a bit of a hybrid”, La Porta &t2008, at 304). In fact, we show that
the superior economic performance of the set ohtas counted by LOT as of
German Legal origin between 1960 and 2000 is owddrge part to Asian countries
which have designed their civil codes autonomoirslg “comparative law method”

rather than as a reception of German law.

Just like LOT, we have controlled economic datagarumber of biases. However, we have
opted for a different set of controls relevant thee different set of countries we consider. We
do not consider ethno-linguistic or religious digiss (such as in Switzerland) as an
inescapable impediment to growtBasterly and Levine, 1997), nor temperate clinzstean
economic advantage (Diamond, 1997). We have, adsteontrolled for time and country
fixed effects. These fixed effects capture unobegrveterogeneity, i.e. all country-specific,
time-invariant factors that we do not observe (@mfces, historical factors, other institutional
factors, etc), and all time-varying factors tha aommon to the eight countries in the sample

(see Section 3).

2.3. Short reviews of the legal and economic histories of the countries selected

As nicely put by Roe and Siegel (2009, at 799Y,tecal analysis of LOT’s assumptions from
a comparative law point of view such as Kenneth Baf2006) may make many talented
economists think twice before climbing on LOT’s ab@&'’s horse too quickly. We are not
sure, whether the new finance literature will junmstead, on the political economy horse
offered by Roe (2006) and again Roe and SiegelqR08e would rather recommend the
safer mount of institutional economics with strdags in contract theory, which should be
more congenial to economists. But we share Kenbetin’s point that a deeper analysis of
legal and economic history than LOT’s is neededteemaking policy recommendations to

transforming and developing countries for theiralegforms.

This section offers short reviews of the legal awdnomic histories of the civil law and

common law countries in our sample. We focus orhie®ry of codification of default rules

11



in contract law, on major phases of economic grositice the mid 19 century and on the

relative importance of bank finance and equityriiceain the 8 countries concerned.

2.3.1. Civil law countries

Since the Roman law tradition plays a central inl&€OT’s explanations of what it sees as
inferior quality of civil law in terms of religiousociology and political theory (see La Porta
et al.,, 1999), a few preliminary clarifications areorder. Although Justinian, the Roman
emperor who ordered the codification of Roman lawthe sixth century, was a Christian,
LOT's association of Roman law with Catholicism addtholic lack of trust in professional
insiders is questionable. The confessional dividietween Catholicism and Protestantism
occurred thousand years after the Justinian ceadiidc of Roman law and prosperous
Protestant regions in Southern France and NortGemmany continued to apply Roman law
principles collected in the “Pandects”, a digestenfal opinions on Roman law (Goudsmit,
2005). Nor is Roman law correctly understood asetkpression of the will of the rulers such
as assumed by LOT’s political theory when it catergs the Roman, French and German
codes as creations of Justinian, Napoleon and Bckmaspectively. Friedrich von Hayek,
who is often cited by LOT as an authority for h&siz preference of case law over legislation
(Mahoney, 2000, La Porta et al., 2008), emphasthetl classical Roman law has deeply
influenced all Western law including English commaw and that the Justinian code was a
digest of Roman jurisprudence beginning in the Romepublic in a legal process very
similar to the later English common law (Hayek, 39@&t 83). The principles of private
property and private autonomy for concluding castgare crucial principles of Roman law

(see Robaye, 1997, Zimmermann, 1996).

(i) France - Contrary to LOT’s assumptiond-rance’scivil and commercial codes of 1804
and 1807 respectively are not pure reflections @inBn law. They are a composition of the
medieval customs of Northern France, which weréucaily close to the customs of medieval
England, and of elements of Roman law, which hawdareed in force in Southern France
since Roman times. Just like England before thdganetion of local customs into common
law, France’sancien régimehad to cope with the fractured landscape of cesatllocal
customs. Hence, legal and economic integration wasajor goal first of the French
revolution and then of Napoleon. Portalis, the niosiential voice among the drafters of the
code civil managed to strike a balance between tradition raadernity. In the end, the
customs of Paris prevailed over other local custohheir impact on the code is at least as
strong as that of Roman law (see Ourliac and Gagaari985, p. 358). If theories of

12



economic integration are right to assume that lin@reation of legal particularisms within, as
well as between, national economies is conduciveactmomic growth, the codes of 1804 and
1807 have plausibly contributed to France’s subsetjeconomic development. Among all
other civil codes, the French codes stand out by #legant and accessible style. Henceforth,

contract rules were easy to check and understamahypgontracting party (Murdock, 1956).

Of course, France’s economic history of thd B&d 28' centuries is as much characterized
by cyclical and secular factors as that of the rothajor countries considered. The following
stand out in the period after our data begin: thenb years of the second half of tBecond
Empire (1860-70), at the end of which the size of the Elneaconomy drew even with the
British one. The Third Republic inherited the restes (1872-1878) caused by the defeat of
the Second Empirén the Franco-Prussian war. A recovery 1878-88 fedlowed by a flat
performance until 1903, growth exceeding Britaid804-1914, the recession caused by
World War | until 1921, and a remarkable recovenyiluthe onset of the great depression.
The period after World War Il saw new cyclical sggnand more proactive policies designed
to affect them (see Price, 1981), just as in Britaefore the Thatcher government. Hence the
French civil and commercial codes do seem to cateejust as plausibly with economic
performance as the English common law. They doespite France having lacked the highly
developed capital markets associated by LOT wighchmmon law.

Since indirect finance, on which France’s entegwifiad to rely primarily until the early
1980’s (see Schmidt, Hacketal and Tyrell, 1998 ossidered by economic theory as only a
second best solution, France’s civil and commercades must have scored by other
advantages, and for reasons explained in sectiomelpropose to consider their contract
rules. On the other hand, a shift towards secatitn both on the asset and the liability side
of French non-financial sectors indicates that Eedmas been changing from a bank-based to
a market-based financial system ever since they d880’s (for more details, see again
Schmidt et al., 1998). This change suggests thettifoning equity finance may just as easily
develop in association with civil law as with commtaw, an argument already made by

Marc Roe (2006) with respect to Switzerland.

(ii) Germany - Germany’s civil code, thBurgerliches Gesetzbu¢BGB) of 1887 is a much
less mitigated transmission of Roman law to a mo@é®onomy and society than France’s.
Bernhard Windtscheid, the foremost representativihe “pandectist” tradition in Germany
at the time, prevailed in its design. The entry ifdrce of theBGB in 1900 was preceded by
the commercial code of the German Confederat®dGB) of 1861. TheAHGB was the
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single most important legislative achievement ofis trotherwise rather powerless
confederation (Kraehe, 1953). It remained in faggen after Germany’s unification in 1871
until the new German Empire had completed its oemmercial codification in 1898.

Germany’s civil code of 1896 and commercial coded861 and 1898 were not, as LOT
assumes, “introduced by Bismarck” (La Porta et1#99, p.231, implying an illiberal
inspiration of the code), but emerged from the Germodification movement of the "19
century that began in Austria in 1811, long befBremarck became German Chancellor (in
1871), succeeded in the adoption of A¢GB by the German Confederation (which included
Austria) in 1861 and culminated in the passagehefBGB in the Reichstag in 1896, long
after Bismarck was gone. The movement was insparetl pushed through by liberal pro
market forces in Germany which had the overwhelmmrggority in the Reichstag and with
whom the high-conservative Bismarck had to compsenon economic issues, like a “hat-in-
hand chancellor” (Ozment, 2004), in order to obtagir consent on the foreign and military
matters foremost on his mind (Born (1970), Gall9@)p.

Germany was as affected just as Britain and Fragagaost of the cyclical and secular events
of the 19" and 28' centuries. The take-off in the “Gruenderzeit” (efeenterprise founders)
of the decade of 1860 to 1873 was even more pramalthan France’s. By the first decade
of the 20" century German industry pulled ahead of Britainil§ah, 1970; Ritschl, 2004).
Extraordinary negative events for the German ecgnamre the two world wars and the
interwar period. Across World War |, the Germanrewuay suffered a major productivity
shock. The Versailles Peace Treaty diminished ol end steel capacities by about 40 %
through territorial changes, and forced coal exptwtAllied victors reduced its energy base.
A dysfunctional monetary policy response to wararagions imposed by the Versailles
Treaty on Germany provoked the hyper-inflation led early 1920’s, which eroded private
capital formation and hampered long-term credibaighout the inter-war period (Ritschl,
2004). Hitler's autarky policy disrupted prewar a@ntegional specialization patterns, his
planned war economy built up hidden inflation. WdowWar 1l brought the total destruction of
the physical capital of the German economy. Redigwzionomic data on the German economy
in the world war and inter war periods are extrawdly difficult to obtain and continue to
be subject of intense statistical debate (Hoffma®é5; Lewis, 1978; Maddison, 1982, 1991,
1995, 2001; Fremdling, 1988, 1991; Feldman, 1998a8berry, 1997; Ritschl, 2002, 2004).

The same is true for the postwar period betweerb B9l 1947, when the German state had

seized to exist and the economy was divided in émaupation zones. Since, evidently, even
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a functional legal environment for business carprevent the negative economic impact of
wars, we might have interrupted our long term tsages in 1914 and resume it only in 1949,
when the Federal Republic of Germany (West Germamag established with the civil law
code of intact. We resolved to refrain from doimgasd nonetheless obtained robust results
confirming our hypothesis even for the uninterrdpperiod from 1870 to 1990, the year of

Germany'’s reunification (see Section 3).

While a legal system cannot prevent the econompachof wars, we assume that it can be
crucial for a rapid recovery. Germany'’s civil lavasvcertainly not a sufficient condition for
the West German economy’s postwar “economic mitatlet it was plausibly a necessary
one (for more details, see H. Schmiegelow, 2006,ads0 Eichengreen and Ritschl, 1997).
Germany’'s contract law was all the more crucialtims performance, because of the
importance of small and medium enterprises (SMEther so-called “hidden champions”,
Simon, 1996) in the West German economy, whichréasons of cost and time could not
afford hiring lawyers specialized in the lucrativesiness of drafting complete contracts, but
had to rely on default rules as a public good @irthontracts with suppliers and customers at
home and abroad. The role of SME’s, dependent ak fimance, in the German economy is
also one of the explanations why Germany remaine&Geaschenkronian “backward”
economy even longer than France by having to mla tmuch larger extent on financial
intermediation up to the present (Krahnen and SdhraD04).

With the German reunification of October 1990, fhederal Republic of Germany (the
former West Germany) integrated the former GDR eanimer of LOT’s socialist legal origin.
Although the entire West German legal system inalgithe civil and commercial codes was
reintroduced to East Germany, reunited Germanyrbeqaartly a “transforming country”. On
impact, unification produced a drop in real GDP-gapita of about 10 % (Canova and Ravn.
2000). The interpretation of data for post-1990fiadi Germany presents major difficulties
for econometric analysis, and particularly so whtlgomes to comparing the economic
effects of legal origins. Maddison (2001, at p.303#; 2003 at p.177, 178) attempted to
construct all-German data for the period of 1949980 by extrapolating the integration of
historic West German and East German data backwards949. The result blurs the
differences between a market economy of Germanl leggin and planned economy of
socialist legal origin in one country. Hence, wevdnaesolved to use Maddison (1995) data
for West Germany (1949-1990) and to end our tinee®s in 1990 in one of our robustness

checks.
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(iii) Japan - Japan is not only (debatably) categorized by LO@ asuntry of German legal
origin, but its economic development in the 20thtaey shows patterns remarkably similar to
those of Germany, only, in many instances, on gelascale. Its civil code of 1896 and its
commercial code of 1898 are the paradigm case®lohtary and selective integration of
various Western patterns in the codification ofldaw in non-Western countries. The French
advisor Gustave Emile Boissonade de Fontarabieoeedhthe first drafts very much on
French patterns. They almost became law in 1896t @mposition by Japanese scholars
belonging to what was then called the “English ®thof legal thought in Japan prevented
its adoption, however, and a further period ofeetibn followed. The struggle between the
“postponement faction” and the “immediate-enforcathdaction took on some aspects of
the Thibault-Savigny controversy in Germany as \asllof the struggle between natural law
philosophy and the historical school or betweervensialism and culturalism (Schmiegelow
2006 with further references). Finally, a large temof Japanese scholars returning from
Germany, where they had closely followed the debab®ut the 1887 and 1896 drafts of the
BGB, prevailed with their advocacy of amalgamating Flermnd German patterns with
domestic traditions in a new draft. Their draft &me law in 1897, three years before the
BGB bill that had passed the Reichstag in 1886 enttedforce in 1900 (see Tanaka and
Smith, 2000). Berkowitz et al. (2003), at page 18@phasize that this type of voluntary
transplant to what they call a receptive countoyrelates with a high degree of effectiveness
of legal institutions. The closest remaining linktWween Japanese and German law is
continuing exchange on legal theory, case law agdlation (see Murakami et al., 2007).
We propose to abandon the term “transplant” altegreaind identify the Japanese paradigm
as the comparative law method of legal transforomati

The Japanese Commercial Code of 1898 became latBd®, a year earlier than the
Commercial Code of the German Reich. Remarkablwai$ the first Commercial Code of
civil law countries to provide default rules forsurance contracts, a decade earlier than
Germany’s Insurance Contract Law of 1908 (Kozuke/l2009).

Japan’s postwar economy rose like a phoenix froen dbhes after the destruction of its
physical capital in World War 1l just like Germasy'Japan’s GDP overtook Germany’s at
the end of the 1960’s as Japan’s per capita incoree even with Germany’s. Japan and
Germany have been the second and third largesbsetes of the world after the US for 4

decades, before being predictably relegated td #nd fourth places by China. That the allies

left the civil law codes of both countries untoughewhile insisting on deep reforms of
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competition and banking laws - makes the functiédndefault rules in contract law as
necessary condition for economic recovery all theremplausible. The salience of this
function is further increased by the fact that dégpand Germany’s economic recoveries
proceeded with similar dynamism although the ecaoopolicy philosophies of the two

countries differed fundamentally, with Germany dedicelly attached to ordo-liberalism

(Streit, 1992), while Japan developed an intrigupaitern of strategic pragmatism (see
Henrik and Michele Schmiegelow, 1989).

Just as in France and Germany, indirect financeaiezl in Japan until the 1980’s (Patrick,
1962; Suzuki, 1980). Both the prewaaibatsuand the postwaKeiretsuwere built around
main banks and Japan’s myriad SME depended on lbank just as the big conglomerates.
Financial intermediation became dysfunctional ie thubble economy of the late 1980’s,
however, and it practically discontinued after buesting of the bubble, when Japan entered
the deflationary period of its “lost decade” (Ydshwva, 2002, Koo, 2003, Krugman, 2009).
Banks were allowed to keep their non-performingh#oan their balance sheets, confidence in
the inter-bank market collapsed as a consequertéenading to enterprises stopped. Only in
2003, the Koizumi government succeeded in compuelie banks to write down the non-
performing loans according to international faitweastandards. The banks resumed lending
and the economy recovered immediately with 6 pereemualized growth in the fourth
guarter of the same year (see details in Michelarsagelow, 2003)

(iv) South Korea and Taiwan - While Japan was a paradigm of the comparative |@thod

for its own civil and commercial codeKprea had to accept the same codes as a colonial
transplant, when it became Japan’s protectorat&9db and its colony in 1910. Korean
society was remarkably receptive to its modernizoagential, however. Hence, it is not
entirely surprising that the independent South Kpmehich emerged in 1948, voluntarily
adopted a civil code in 1958 and a commercial dodE¥62, both drafted by Korean legal
scholars educated in the dogmatic foundations ef Yapanese codes, but distinctive in
substance and style (S-Y.Kim, 2000, M. Kim, 2008zHka/Lee, 2009).

Like South Korea, Taiwan was living under the Jasancivil law code from 1897 to 1945.
The Japanese code continued to be pragmaticalliedpmtil 1949, when Chiang Kai Sheck
took effective control of the territory. The Chieesivil code, which Taiwan adopted in its
autonomous identity as the Republic of China inQl9%as in the making on the Chinese
mainland since the end of the™®entury. In China’s civil law tradition, it is inoptant to

distinguish the following phases. Beginning witle tOpium War of 1840-42, China came
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into contact with Western legal culture and wasgueed by Western powers to introduce a
Western-style civil code. But Qing Dynasty offi@alompleted their Civil Code Project only
in August 1911.The Qing dynasty collapsed soorr afte the project therefore never became
law. The Republic of China, founded in January 19fhade a fresh start. A Committee for
Codification produced a civil code, which was prdgated by stages from 1929 to 1933 and,
following the German and Swiss pattern, a speciaudance Law enacted in 1929, which
combined organization regulations for the insuramogustry with rules for insurance
contracts. These were the first codifications aftcact law in Chinese legal history and, with
various modifications in past decades, are stileffect in Taiwan today. They correlate
plausibly with Taiwan's emergence as a high growtonomy since the 1950’'s. After
assuming political control over Mainlar¢hina in 1949, the Communist Party repealed this
civil code and replaced it by a socialist systemtb@ Soviet model. Subsequently, the
Chinese central authorities attempted several timeiaft a socialist civil code, first at the
beginning of the 1950's and again at the beginafrige 1960's. Both attempts failed because
of the prevailing influence of the “legal nihilisnof the Communist Party (see Xu, 2004,
page 19). When Deng’s reforms began in 1978, therdiization of the economy caused
demand for a legal framework for private contrdotase just as gradually. The Contract Law
of 1999, which was adopted by the Ninth People’adtess, follows Unidroit principles to a
considerable extent. This is a remarkable stepemmll transformation and may have
contributed to the acceleration of Mainland Chirgrewth in the last decade. But for reasons

of methodology we refrain from including transfongieconomies in our analysis.

South Korea’'s and Taiwan’s economic developmetdisdd Japan’s pattern in what became
known as the “Flying Geese” formation (Akamatsug2) Just as in the case of the German-
Japanese duo, the salience of the function of ttwitract law is plausibly increased by the
fact that their economic development proceeded withilar dynamism although their
economic policy philosophies differed fundamentallgiwan was committed, like Germany,
to promoting a model of atomistic competition wBME enterprises prevailing, whereas
South Korea, like Japan, favoredaebols big conglomerates reminiscent of Japan’s prewar
Zaibatsu(Schmiegelow, 1991)

In both countries the pattern of intermediate foeprevailed in the past six decades. South
Korean and Taiwanese banks were state-owned bategnd of the 1980’s. And just as in the

case of Japan, credit to the real economy wasnedi@s long as the financial system was

18



illiquid, similarly up to the end of the 1980’s (Mad, 2005; Liu Wan Chun and Hsu Chen
Min, 2006).

(v) Switzerland - Significantly, Switzerland codified contract lawfbee all other areas of
classical civil law. It joined the European codifion movement in 1881 with Walther
Munzinger's draft of a Swiss law of obligation®©pligationenrecHh focusing on contracts
and including commercial law (Bucher 1988). The fidnwas adopted by the Swiss
Confederation in 1881 and came into force in 1883912, a revised, but essentially similar
version was integrated in Switzerland’s first coafpansive civil code Zivilgesetzbuch) as

its Part Five. Although the Swiss codificationtiequently described as following the German
example, its style is praised as more accessilaa the German codes. Unsurprisingly,
therefore, the Chinese civil code of 1929, whichmemntioned above, has been in force in
Taiwan since 1950, shows more traces of borrowmgnfthe Swiss code than from the
German one (Bucher, 2006). The contract types, temveare similar. Switzerland’'s
Versicherungsvertragsgesetd 1908 (Insurance Contract Law) follows the paitef the
German insurance contract codification of the sge® (Reichert-Facilides, 1998)

Although Switzerland is a small country, its higtoeconomy and civil law constitute a case
casting doubt on some of the bolder assumptionsQdf about the comparative quality of
common law and civil law. Of course, a one-courage cannot offer robust econometrics.
But in the philosophy of science, a single casereéute a conjecture (Popper, 1963). A few
rankings illustrate the significance of Switzerlandcase, counterintuitive by LOT'’s
assumptions, as both a civil law country and arfoma center. From 1870 to 1950, the Swiss
economy achieved the highest average growth ratdl duropean countries including the
UK That growth was driven by both the industriadaservice sectors (David and Mach,
2007). Switzerland’'s emergence as a financialezemegan in the early $Gcentury on the
basis of a pronounced relationship of trust buelineen banks and clients analyzed by Swiss
financial historians in terms strikingly reminis¢esf LOT’s paradigm of trust in protestant
common law countries (Vogler, 2006). A century latke Swiss economy boasts the highest
share of equity market financing in the world atrenthan 200 percent of GDP. Neither
significantly bigger countries (such as GermanwgnEe, the UK, or the US) nor similarly
small trading nations (such as Ireland or Ausit@ne anywhere near that level (Brandle and
Jorg, 2010). At the same time, Switzerland rankh fivorldwide in bank assets, with UBS
and Credit Suisse positioned among the top teh.a3us Germany, SME play a major role in

the economy. While Switzerland’s big corporatioel/ron equity finance, its SME depend
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on bank finance. More than 90 percent of corpdias of Switzerland’s banks go to SME.
Swiss reinsurance groups account for more thareté&ept of global premiums, ranking third
worldwide after Germany and the United States. &wliand is a global leader in private
wealth management, with a one-third share of asmetsng global cross-border private
wealth managers. Switzerland is the second lamgesket of funds of hedge funds (FOHF)
worldwide after the United States. In 2007, the sSwfinancial system contributed about 15
percent to Swiss GDP, far ahead of the 8 percetitarldS and 9 percent in the UK (IMF,
2007; Haldane, Brennan and Madouros, 2010).

2.3.2. Common law countries: UK and US

The uncertainty of judicial discovery of «impliedles » and the complexity and cost of
writing clear text contracts for every conceivablgsiness situation has been recognized in
common law countries in at least three historidahges, each inspired by interest in the

comparative functional quality of codified contragkes in civil law countries.

The first phase, in the second half of the 19thtwgnled to the « codifying statute » on the
sale of goods in the UK, the Sale of Goods Act 83 (Atiyah et al., 2005). The entire
common law was codified to speed its diffusion hie British Empire, more particularly in
India. Intellectually, this effort was guided byrdey Bentham’s constructivist rationalism
and the perception of cultural incompatibility beem English common law and “native”
legal traditions (Wilson 2007). Bentham shared ititerest of continental European legal
positivists in codification (Hayek, 1973). India€ontract Act of 1872 codifies four
economically important contract types: sale of goaiarantee, bailment (delivery of goods)
and agency. In theory, with this score of 4 as r&lathe UK’s 1, India’s economic
performance should have overtaken the UK’s alrdgdthe end of the dcentury. If it did
not, India may serve as the leading case of theryhef failed legal transplants from
colonizing countries to colonies described by Beriko et al. (2003) as “transplant effect”,

which is why, regrettably, we had to eliminate Bafiom our analysis.

The second phase of interest of common law cosnimieodifying contract law occurred in
the mid 20th century. It was driven by the « restant » movement in the US and led to the
adoption of the Uniform Commercial Code (UCC) ih @tates of the US from 1953 on.
According to Crystal (1979), it was a period ofeimsive transatlantic exchange between
comparative lawyers and of remarkable interest ofeAcan legal scholars in functional
solutions offered by civil law. Just like the UKI8a&f Goods Act of 1893 and its modernized
version of 1979, the UCC focuses on the sale oflgdarticle 2). But Article 2 UCC also
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serves as a welcome source of arguments by an&dogyntracts in other areas. Moreover,
Article 4 UCC, on bank deposits and collectionspadffers default rules for bank customers
taking loans from their bank, which led the US epsturther than the UK in the process of

codifying default rules.

The third phase, towards the end of the 20th cgntuas the emergence of new institutional
economics with its debate on contract theory alygadntioned in section 1. As a result of
this debate, in view of the growth of modern legsimdustry, and following an initial study
by the American Bar Association, a Drafting Comeettof the National Conference of
Commissioners on Uniform State Laws (NCCUSL) praglthe draft of a Uniform Personal
Property Leasing Act. In 1987, this draft was ipmyated as Article 2A in the UCC. By
March 1994, this new Article was enacted in 39estgl.awrence, 1996). This is just one
among many indicators of the convergence betweeh laiv and common law, which is
familiar to all students of comparative law (Dam08, Dannemann, 2006, H. Schmiegelow,
2006) and which has progressed further in the @8 th the UK.

Both the UK and the US, however, continue to stantas locations of the world’'s two
largest financial centers even though there haes lbemarkable upswings and downswings
as well as changes in their relative importance @mdposition. Equity finance historically
prevailed over bank finance in the UK, while bamkahce prevailed in the US until the
1930’s (Eichengreen, 2008). Since World War Il, bger, nonbank financial institutions and
markets have become more important in the US teigche process of disintermediation
and securitization. Data on financial markets reagtback to the 19 century are less than
perfectly reliable and not easy to interpret. Lat®e@t al (2008) have convincingly refuted
data on stock market capitalization over GDP, onclwiRajan and Zingales (2003) have
relied to argue that the ratio was higher in cikdhn in common law countries before World
War Il. Instead, LOT prefers data collected by Gatith (1985). These show the UK as the
leading financial center between the 1880's and #38's, followed by the US thereafter.

2.3.3. The debate on non-legal factors in finantiatket development

The Goldsmith figures for France, Germany and Japggest a much weaker stock market
development from the ¥9century to the present, which is consistent witlh @marks in

Section 2.3.1 on the prevalence of indirect finantehese countries and Roe's (2006)
argument that the absence of war destruction armlgio occupation is a necessary condition
for the domestic development of equity finance. wdeer, the Goldsmith figures, accepted

by LOT, also show that Switzerland comes closerfabtimes, overtakes those of the US.
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These figures support Roe's suggestion that, pedvitie absence of war destruction and
foreign occupation, a civil law country can devetpuity finance just as fully as the leading
common law countries. La Porta et al (2008) takeuaswith Roe’s argument of war
destruction sparing Switzerland while impeding deselopment of equity finance in all other
developed civil law countries. They object that Roasiders developed countries only and
argue that his correlation between war destrucaod low stock ownership dispersion
disappears as soon as the larger LOT sample oftreesimncluding developing countries is
used. Indeed, they sum up, “This may not be sungrisnany developing countries stayed out
of World War Il and yet remained financially undeveloped” (p.321). This argument is of
guestionable logic, however. Roe’s hypothesis wais that all countries enjoying peace
would develop financial centers, but only that does not enjoying that privilege would not.
A similar “logic” could easily be turned against TOmany developing countries are of
English legal origin and yet have not developetharicial center. Of course, we will not let

ourselves be tempted into such an argument.

As repeatedly stated, we posit that a functiongdllenvironment is a necessary, but certainly
not a sufficient condition of economic developméhtSchmiegelow, 2006). A highly
suggestive demonstration of the need for this foation of LOT is Thomas Philippon’s
(2008) analysis of three large up-swings in theettgument of the US financial market since
the mid 19' century interrupted by two big contractions.

Philippon proposes a model of interaction betwemparate finance and technical innovation
and relates the three up-swings of the US finarmo@lket to three great phases of industrial
development: (i) railroads and heavy industry (38800), (i) the “electrical revolution”
(1918-1933), and (iii) the “revolution of informati technology” (1980-2001). Figure 1
illustrates this argument suggestively. If we cdesithat the two first phases of industrial
development supported by financial intermediatiomoagh banks was shared very much by
civil law and common law the mother countries amat t.OT’s arena of argument has been
limited so far to the 1980’s and 1990’s, when tber®mic performance of the US turned into
a statistical outlier, a closer look at Philippotiigd phase is in order. Indeed, the “revolution
of information technology” has been marked by afomatic preponderance of the US.
Hence the question arises, whether the superidompaance of the US is owed to a superior
quality of American research and development ratthan to the superior quality of common
law assumed by LOT.

22



Again, we do not in the least doubt the qualitgommon law as an environment particularly
favorable to the flow of capital to corporate iresisl bound by fiduciary duties. In view of the
Swiss case, we just see good reasons that civil&fault rules, especially the general clause
of good faith, build confidence of investors just effectively, if it is not destroyed by the
intervention of wars and occupation as argued byg. Rgain, we warn against overreaching
assumptions about the economic consequences ofLlaw.would do well to retreat to the
well-prepared position of institutional economitaw is a necessary, though certainly not a

sufficient condition.

Figure 1. GDP Share of U.S. Financial Industry
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Source: Thomas Philippon (2008).

2.3.4. Codified Default rules in the contract tygetected

The codes and statutes mentioned in the precedimg\s of legal and economic data reveal
which country has codified default ruldsr which contract type andwhen. Table 1 surveys
the presence and absence of default rules for@hgefined contracts types in the 8 selected
countries. The table presents the years of the dodification of specific default rules for
each of the ten contract types in each of the 8tms, although subsequent codes or statutes

may have changed or refined the rules.

In France, theode civilof 1804 was the first modern codification offeridgfault rules for 8

of our 10 contract types (Benabent, 2004). Codifcaof labor and insurance contracts
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followed by thecode du travaillLabor Code) of 1922 (Lyon-Caen, 1955) and byltbesur
le contrat d’assurancgInsurance Contract Law) of 1930 (Reichert-Faesid 1998). In
Germany, the ADHGB of 1861 of the German Confedengbreceded the BGB of 1896 and
the HGB of 1897 of the German Reich, both in faitee 1900, in providing default rules for
9 of our 10 contract type@echsler, 2008). Th&ersicherungsvertragsgesetinsurance
Contract Law) of 1908, in force since 1910, was fir@ German codification of insurance
contracts. Similarly, the Swiss Law of Obligatiook 1881, in force since 1883, which
preceded the Swiss Civil Code of 1912, codifiedf @@ 10 contract types, while insurance

contract law was codified in 1908 as in Germanyi¢Rext-Facilides, 1998).

The Japanese Civil Code of 1896, in force sincer 188dified 8 of our contract types, while
leaving the first codification of commercial agéntentracts and insurance contracts to the
Commercial Code of 1898, in force since 1899. TKuoeean Civil Code of 1958 and the
Korean Commercial Code of 1962, while otherwise agmbly distinct, followed a similar
legislative technique, with the former codifyingetB most general contract types and the latter
commercial agent’s and insurance contracts (Koitaa/2009). The Civil Code of the
Republic of China, in force in Taiwan since 1950lldws German and Swiss patterns in
offering default rules for 9 of our contract typesiile leaving insurance contracts to a special
law, the Insurance Law of 1929 of the Republic bfr@, in force in Taiwan since 1950 (Lin,
2010, Jao, 2008).

As we have seen, the UK codified default rules doty 1lof our 10 contract types, the
purchasing of equipment. The Sale of Goods Act8&3lwas followed by Sale of Goods Act
of 1979, similar in style and codifying techniqu&htiya et al., 2005). Hence we count the
first of the two codifying statutes. Two of our ¢eact types benefited from the first
codification of default rules in the US, sales caats in Art 2 and bank loans in Art 4 of the
Uniform Commercial Codes enacted in all US Stateees1953. One more, renting office
space, was added in 1987 in Art 2 A UCC on leamed,although enactment of this addition
took more or less years in the different stateshesxe used the year of its adoption by the
NCCUSL in table 1. Even though common law previaila state as long as it has not enacted
Art 2A UCC, lawyers and judges will tend to use jisnciples by anticipatory analogy
(Lawrence, 1996).

Table 1 shows that all 8 countries of our samptvipled codified default rules for at least 1
of the ten contract types. The 6 civil law courgnie our sample codified such rules for all of

the 10 contract types, whereas the two common tawtcies of our sample did so for only 1
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(UK) or 3 (US). In view of the importance accordeddefault rules by contract theory, we
hypothesize that their greater number in the conhttaw of civil law countries than in
common law countries should have compensated ®rctmparative weakness of equity
capital supply in those civil law countries in aample, which did not enjoy the advantages
of the UK and the US as locations of financial eent This compensating effect should be

detectable in their comparative economic perforreaner significant periods of time.

The length of the periods since the codificationth&f contract types in our sample countries
should be sufficient to show a lasting footprinttiveir respective economies: two centuries
for the 8 initial contract types in France, one anthlf century for the 9 initial contract types
in Germany, largely over a century for the firstigete codification of all 10 contract types
in Japan, just a century for the first codificatioh insurance contracts in Germany and
Switzerland, 88 and 80 years respectively for ting todification of labor contracts and
insurance contracts in France, half a centuryHeragnactment in Taiwan of the full set of 10
contract types previously codified in 1929 by thepRblic of China, as well as for the
independent codifications in South Korea. Andpgkeod between 1870 and 2008, for which
reliable per capita GDP data are available foBatbuntries should offer a reflection of this
footprint in terms of at least a convergence wité performance of the UK and the US. The
hypothesis would be further strengthened, if Switrel, which combines civil law and

financial center advantage, outperformed the UKtaedJS.
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Table 1. Presence and absence of codified default rules fa0 contract types in 8 civil
law and common law countries

Countries Civil law Common
law
Without financial center advantage With financial eenter
advantage
Contracts South
France Germany Japan Korea Taiwan| Switzerland| U.K. U.S

Renting office space 1804 1861 1897 1958 1950 1883 - 1987
Contracting for construction | 1804 1861 1897 1958 1950 1883 -
of a building
Purchasing equipment 1804 1861 1897 1958 1950 1883 1893 1953
Insuring equipment 1930 1910 1899 1962 1950 1910 - -
Hiring employees 1922 1861 1897 1958 1950 1883
Taking a bank loan 1804 1861 1897 1958 1950 1883 1953
Subcontracting a task 1804 1861 1897 1958 1950 1883 - -
Contracting with a 1804 1861 1899 1962 1950 1883 -
commercial agent
Obtaining advice from a 1804 1861 1897 1958 1950 1883 -
consultant
Guaranteeing an undertaking 1804 1861 1897 1958 1950 1883 -
by a subsidiary

Presence: 1, indicated here by the year of firdification, Absence: 0, indicated here by “-*
Source: authors’ own computations.

2.4. Economic performance of selected countries

Figure 2 shows the evolution of the per capita Gjodwth rate of our 8 countries from 1870
to 2008, using the historical Maddison data on G@addison 2001 except for West
Germany (1949-1990), for which we use the data afitison 1995 to avoid the backward
extrapolation of the data of the former GDR as aix@d in Section 2.3.2). It reveals a
suggestive pattern of convergence between civil dawntries and common law countries,
although with massive interruptions in the war anteérwar periods. The recoveries of
France, Germany and Japan after the Second World affpear as impressive as the
sustained catch-up process of the two newly indiigied countries South Korea and
Taiwan. The fact that three highly developed clgiv countries without financial center
advantage could overtake the UK after World Warsliggests that the impact of the

codification of a full range of 10 economically inrpant contract types may overcompensate
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comparative weaknesses of the flow of equity capdar hypothesis is further confirmed by
Switzerland’s combining the full range of codifidéfault rules, financial center advantage
and a per capita GDP exceeding that of the UK m itweerwar decades, and the six decades
since the end of the Second World War, as welhasdf the US between the mid 1950’s and
the mid 1980’s. That the Swiss economy fell backirag} the US economy in the 1990’s can
be explained by factors beyond contract law andnional center status. The phenomenon
correlates with the simultaneous occurrence ofotltéier performance of the US explained
by Philippon (2008) on the one hand, and the Swassssion from 1990 to 1996, a steady
appreciation of the Swiss franc hurting Switzerlan@xport industries, and a new
divisiveness of its domestic politics (David andd¥1a2007). This is another reminder that
well-designed default rules in codes and statuées aonstitute only a necessary, but not a

sufficient condition of economic performance.

Figure 2: Evolution of per capita GDP 1870-2008
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3. Empirical results

We analyze the relationship between economic padace and the history of contract law since
the nineteenth century. We make the assumptiondhatither things being equal, the codification
of default rules for economically important contrages influences the economic performance in
the codifying country, since it reduces transactiosts and information asymmetries by offering

default rules for incomplete contracts.
3.1. Specification

We specify the following linear panel data modelnenonly known in the growth literature s
convergence model (Sala-i-Martin, 1996; Quah, 198b6ja and Piras, 2005; etc.):

(1) AlnY,, =a;, +a, +BInY,, +y(DefauItruIes)m +&,

where the dependent variablalqY,, =InY;,;, —InY, ) is the annual growth rate of per capita
GDP in countryi between years andt+1, InY, is the log of GDP per capita at the beginning of
the period,(DefauItruIes)i’t is an indicator of the presence of codified defaules at time, and

&, is the well-known error term.

Our coefficient of interest ig it measures the nature of the short-term impacodifying default
rules for contracts important for business on eaunogrowth. This model is stable §§ is
significantly negative such th@td [-1; 0]. As equation (1) specifies the conditionahvergence,
GDP per capita at country level will converge ®adbuntry-specific steady state value in the long
run, and B determines the speed of convergence toward tlagl\ststate. Thus, the long-term

effect of codifying a contract type with defaultes is equal to the ratio-(y/ ).

We control for country fixed effects; and for time fixed effectsy;. We choose to estimate the
fixed effect panel data model by using the Leastasel Dummy Variable (LSDV) approach.
Indeed, following Islam (1995) and Arbia and Pif2805), with the application of the panel data
approach on convergence problems, it is not negets&eep the steady state constant, since this
can be directly estimated from data by using a LSd3Wmator.

3.2. Econometric issues

First, one can suspect the existence of an endogewariable in that model. IndeethY,,

appears in both sides of equation (1) causing dogameity problem. We may also think that the
legal framework is correlated with other factorclugded in the error term, such as the
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organization of the society. To be convinced by thypothesis, we will conduct the Hausman test
for endogeneity. The appropriate method of estiomats the Instrumental variable (Two Stage
Least Square) technique. Before embarking on ttismation, we first conduct the Hausman test

for checking the endogeneity of log of GDP at timédeed, by construction, the coefficight
contains the Nickell bias in this kind of dynamiangl data model with fixed effects (Nickell,
1981). The null hypothesis of exogeneity of loga®P per capita at time t is rejected at 10 % (p-
value of the Hausman test equals 0.08). The ingntirmust be correlated with the endogenous
variable and not with the error term. In this kioidmodel the most indicated instrument is the

first lag of the endogenous variable, i.e. theddy, ;.

Our data set is a one year unbalanced panel rurdrongthe nineteenth century (1870 — 2008).
The data we are using are the growth rate of GDRg@ta as a proxy of economic performance
and the default rules indicator. As explained abdhe historical Maddison data (Maddison,
1995, for post-war West Germany and Maddison 2@dlafi other cases) are the source of this
variable. Figure 2 shows the evolution of the peg#a GDP for our sample countries. One
observes a similar evolution (except during theo8ddWNorld War period for the US) until 1990,
when US per capita GDP grows faster than the rfefiteosample countries. Most significant for
the standpoint of LOT, however, is that 3 civil laauntries of our sample (the mother countries)
began to overtake the UK after World War Il, intemf their lacking the UK's advantage of being
a major financial center, and that Switzerland, ckhtcombines civil law with financial center
advantages, outperformed the US from the mid-1%60/mid-1980's. The outlier performance of
the US after 1990 was the consequence of the fdstezlopment of the US financial industry
based on the simultaneous extraordinary growthe®iiS information industry, as pointed out by
Philippon (2008). The sudden decrease of GermaBPPB in 1991 reflects the statistical effect of
the integration of the socialist economy of therfer GDR in the FRG (Canova and Ravn, 2000).

We consider two different measures of the defaulks indicator. Firstly, we measure it as a
binary variable noticing the presence or absenaet#ult rules for economically important types
of contracts in codes and statutes. Taking thisa&ethe dummy variable “Default rules” is equal
to 1 if a country has codified at least one corttgge offering default rules as listed in Table 1.
In other words, it takes 1 from the year of codifion and it is equal to O otherwise. Secondly, we
consider the number of these types of contractodes and statutes. This way, we can capture
the differences between countries providing jusbfitract type with default rules and countries
offering the full set of 10 contract types. We amsuthe exogeneity of default rule indicator. From

Table 1, it follows that the years of codificatiof default rules are not identical, while the
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countries have grown almost identically up to WoNgr 1. Additionally, specific fixed effects
enable us to exclude an inversed causal relationimg from growth to institutions. Hence, there
are strong reasons to suppose that the codificatidhe different rules is not caused by recent

growth rates.
3.3. Benchmark results

The results concern the fixed effects-OLS (Leasua®g Dummy Variable model) and the
instrumental variable (Two stage least square)ession.Our main estimate results are reported
in columns 3 to 4 of Table 2Inder the FE-OLS in column (1) and (2), the ressittsw a positive
correlation between the default rules indicator #me growth rate of GDP per capita. Thus, its
impact on economic performance is positive andssitzdlly significant when we control for fixed
effects and when we use instrumental variable ssgva in column (3) and (4). One can observe
that the magnitude of the short-run impact of thenber of contracts is smaller than the
magnitude of impact resulting from the binary défaules indicator. This shall imply that the
presence of at least one contract type containgfgult rules does matter in the short term.
Furthermore, whether we consider default rules &snary or as a continuous variable, fhe

estimated coefficient is significantly negativetlasoretically anticipated.

However, the binary variable does not capture thegmal impact of the first codification of one
contract type with default rules. Table 1 showg tine codified contract laws of most of the
countries of our sample are designed to codify niwee@ one, and mostly 8 or 9, contract types in
one code at the same time, the UK being the onbtegbion. Thus, the binary variable is not
sufficiently precise to account for the differenicethe number of codified contract types with
default rules in the contract laws of our sampleaintries: a value equal to one means codifying
all of our 10 contract types with default rulestive Civil Law countries of our sample, but only
one or three such contract types in Common Law ttmsn For this reason, we focus on the
number of contract types with default rules. Asilarstration, column (4) of Table 2 shows that
codifying one additional contract type with defaultes will increase the log of GDP per capita
by 0.38 percent in the short term, with a 95 perckaita-method based confidence interval of
[0.18; 0.58]. The long-run effect equals 13.3 petceith a 95 percent delta-method based
confidence interval of [5.43; 21.24]. The speedcofvergence toward the steady state value is
equivalent to 2.85 percent. Hence, we can condlaiethe codification of default rules for most

economically important contract types favors ecoleagnowth.
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3.4. Robustness checks

A natural check for robustness of this conclus®mequired. We consider robustness along two
dimensions. Firstly, we check whether or not ewtrexit of countries in our sample affects our
estimation results. In columns (5) to (8), we répesults obtained with instrumental variable
regressions. FE-OLS results (available upon rejyjaestvery similar. In columns (5) and (6), we
take only the mother countries of legal systemsanée, Germany, Japan, and the United
Kingdom. In column (5), the dummy associated wikie tpresence of default rules is not
statistically significant. This non significanceutd be explained by the fact that the UK (25
percent of the 4 sample countries) has codifieg onk contract type with default rules whereas
France, Germany and Japan have codified 8-10 atrtiypes with default rules. However, the
positive relation between codified default rulesl @ctonomic growth is statistically significant
when considering the number of contract types d¢oimigy such default rules. Hence, we found
again a positive correlation between codified défades and economic growth. Our results are
not influenced by the presence in the sample @ktltountries enjoying the advantages of a major
financial center (UK, USA and Switzerland) and twmerging countries (South Korea and
Taiwan). Furthermore, eliminating these countriese by one, leads to the same results. To
illustrate this, we report in columns (7) and (8 tesults obtained when Taiwan is excluded from

the sample.

Given the difficulty of interpreting data for Germasince the unification in 1990, we have
conducted a further robustness check (not repdréed). We have truncated the sample period
until 1990. We have excluded at the same timerhbelénce of US financial development in the
light of Philippon (2008). We have redone the poeei estimations on the 8 sample countries.
Again, we found a positive correlation between @toie performance and the codified default
rules in codes and statutes. The coefficient ferdammy associated with the presence of default
rules equals 1.2 percent and is significant atlfhgercent level. On its side, the coefficient for

the number of contract types equals 0.34 and isstally significant at the 1 percent level.

In sum, we find that default rules, measured by fhieesence or absence in the codes and statutes
or by the number of economically important consagpes containing such rules, favor economic
performance. Whether we use balanced/unbalanced|,pan we exclude some countries or

truncate our sample period, the result is stillusib
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Table 2. Dependent variable = growth rate of GDP gr capita

Unbalanced8 countries)

Balanced- mother countrie’s

Unbalanced7 countriesy

FE OLS IV 2SLS IV 2SLS IV 2SLS
(1) (2 3) (4) 5) (6) (7) (8)

Default rule 0.0167° 0.0178" 0.0133 0.0127

(0.0067) (0.0084) (0.0098) (0.0740)
Nb of contracts 0.0035" 0.0038" 0.0036 0.0038"

(0.0010) (0.0010) (0.0020) (0.0013)

Log of GDP per capita -0.0136  -0.0210°  -0.0208°  -0.0285" -0.0381 -0.0470° -0.0272” -0.0351"

(0.0078)  (0.0085) (0.0083) (0.0091) (0.0181) (0.0161) (0.0105) (0.0116)
Constant 0.1145  0.1578  -2.3018"  -2.2444" -2.1243" -2.0507" -2.2323 -2.1782"

(0.0616)  (0.0646) (0.0826) (0.0871) (0.1807) (0.2041) (0.0104) (0.1099)
Time dummies Yes Yes Yes Yes Yes Yes Yes Yes
Country dummies Yes Yes Yes Yes Yes Yes Yes Yes
R-squared 0.683 0.687 0.683 0.687 0.805 0.806 0.701 0.704
Observations 1033 1033 1025 1025 549 549 919 919
Nb of countries 8 8 8 8 4 4 7 7

Notes.” p<0.01;” p<0.05 and p<0.1.? Unbalanced panel with 8 countries (see Tableé Bglanced panel with four mother countries (UK,
France, Germany, Japari)nbalanced panel with 7 countries (Taiwan exclydBsbbust standard errors are in parenthesis. lmstented
variable: In(GDP per capita); this endogenous védiliais instrumented by using his own first lag (@ohs 3 & 4). Country and Time dummies
are not reported to save space. FE OLS: Fixed EHfemdel tested with Least Square Dummy Variaklenigue; IV 2SLS: FE tested with
Instrumental variable (Two stage least Square) apph. Nb: Number.
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3.5. Numerical illustration

To illustrate the impact of adopting codified ddfaules on GDP per capita, we simulate a
counterfactual scenario showing what should hawn libe evolution of GDP per capita of
Taiwan and South Korea if they had not adoptedutiefales. We compare the two situations
with North Korea since the GDP pc of these coustri@s similar in the 1950’s and North
Korea has never adopted default rules as explamprevious section. Basing on the data, the
economic performance of Taiwan and South Korea irsngreater than the one of North
Korea. However, based on the regression (4) inTdigle 2, figures 3a and 3b show that,
without contract types with default rules, TaiwaGBP pc as well as the South Korea’s GDP
pc shall be much less than what we observe. Irr @tbeds, figure 3 illustrates that codifying
10 contract types with default rules (which is géinstitutional change) multiplies GDP per
capita by almost 3 in the long run. Furthermorerthdorea could have grown faster than
South Korea during the period 1963-1985 and thawdrain the period 1953 - 1985. This
scenario confirms the hypothesis that default rolaster for economic performance.

Figure 3a. Comparison between observed and calibratl GDP per capita of Taiwan, and
observed GDP per capita of North Korea (1950-2008).
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Figure 3b. Comparison between observed and calibrat GDP per capita of South
Korea and observed GDP per capita of North Korea (258-2008).

25000

20000

15000

10000

GDP per capita (1990 int, GKE)

5000 o

0 T T T T T
1958 1968 1978 1988 1998 2008

e (Observed GDP pe (South Korea) = == «Calibrated GDP pe without Defanlt rules (South Korea)  ===0bserved GDP pc (Narth Korea)

4. Conclusion

In this paper, we have shown that contract theatych focuses on codified default rules
reducing information asymmetries and transactistssajualifies LOT’s claim that common
law is economically superior to civil law. To addsethis issue properly, we have selected a
sample of 10 of the most important economic conhtrgees and kept track of the number and
timing of codification of default rules for thesentract types between 1804 and 1987 in 8
representative countries: France, Germany, JapanUJK and the US as representatives of
“legal origins™ influencing other countries legaistems, South Korea and Taiwan as high
growth countries having voluntarily and autonomgushosen to adopt civil codes in the
1950’s as purposefully designed amalgams of domdsgal traditions and borrowed
Western patterns, and Switzerland as a prominesd, @unterintuitive from LOT’s point of
view, of a country combining a history of peacei\al law legal system and the status as a

major financial center.

In order to identify the impact of the presencetle absence of codified default rules on
economic performance, as measured by per capita @DW®th in prolonged times series
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between 1870 and 2008, we have performed an exteesbnometric evaluation combining
the most advanced tools in panel data analysigrard standard techniques. Controlling for
time and country fixed effects, we have found txadified default rules do favor economic
performance across the cleavages of legal originsour analysis also reveals that the higher
the number of economically important contract typeslified with such default rules, the
greater the economic effect. This is reflectedha évolution of per capita GDP of the six
civil law countries of our sample as compared ®titho common law countries. While all of
the former have codified all 10 of the economicaiigst important contract types selected,
the latter have offered their business commundaaetfied default rules for only 1 (UK) and 3
(US) contract types respectively. We submit tha €h civil law countries, which have
overtaken the per capita GDP growth of the UK ovehamerged on a sustained path of
convergence without enjoying the advantages of nanfiial center, owe part of that
performance to their much higher number of codifiedlault rules easing the conclusion of
enforceable contracts. Moreover, Switzerland’'sqagita GDP exceeding that of the UK for
8 decades and that of the US for 3 decades inntiee-war and post-World War Il periods
invalidates LOT’s assumption that civil law is reofavorable environment for the supply of
capital to financial markets. We consider these ¢anclusions as important qualifications of
legal origins theory from the point of view of comtt theory. While qualifying legal origins
theory, our results strongly confirm institutiomalonomics in its core of contract theory.
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